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No. 12,506 
IN THE 


United States 
Court of Appeals 


For the Ninth Circuit 


THE WESTERN PACIFIC RAILROAD CORPORATION 
and ALExiIs J. puP. BAYARD, Receiver, 
Plaintiffs and Appellants, 
and 


MEREDITH H. METZGER, HENRY OFFERMAN and 
J. S. FARLEE & Co., INC., a corporation, 
Interveners and Appellants, 
VS. 


THE WESTERN PACIFIC RAILROAD COMPANY, et al., 
Defendants and Appellees. 


Brief for Appellees 


: 


| STATEMENT OF THE CASE 


These are appeals from a judgment which denied all relief to 
ippellants. Appellant, The Western Pacific Railroad Corpora- 
ion, a holding corporation which formerly owned all of the 
fapital stock of the pre-reorganization The Western Pacific Rail- 
oad Company, brought suit against the reorganized The Western 
bacific Railroad Company for $17,201,739.00 on account of “tax 
avings’” of court trustees who operated the railroad properties 


uring the reorganization period. These “tax savings’ were real- 


zed by the reorganization trustees primarily by reason of the entry 


2 
of the holding corporation’s losses as deductions from income in 
consolidated tax returns. The contention is that the holding cor- 
poration, as parent of the group and as the “loss” member, is 
entitled to collect from the other group members the amounts 
thus “saved” by them in taxes. The claim is directed to the income 
of the reorganization trustees and the holding corporation seeks 
to assert that claim against the reorganized railroad company. 
The court below held that appellants have no cause of action and 
that approval of the claim would be in derogation of the reorgan- 
ization plan and the purpose of Section 77 of the Bankruptcy Act. 


The Facts. 


1. THE PARTIES AND THEIR HISTORY. 

Appellants are The Western Pacific Railroad Corporation, a 
Delaware holding corporation (Ex. P. 16), three of its preferred 
stockholders who have intervened to assert the Corporation’s 
claims (R. 1650-52) and the receiver of the Corporation, which 
now has no assets and does no business. Appellees are The West- 
ern Pacific Railroad Company, a reorganized California railroad. 
corporation, and its subsidiaries and a former affiliate. Appellants. 
confuse three distinct entities by referring to all of them as “the 
company” or “defendant.” These entities are | 

The pre-reorganization The Western Pacific Railroad Com- 
pany, the stock of which was wholly owned by the 
Corporation ; | 

The reorganization trustees, Messrs. Schumacher and Ehr- 
man, who had title to and possession of the railroad’ 
properties from November, 1935, until December, 1944; 
and 

The reorganized The Western Pacific Railroad Company iat 
which the Corporation has no interest whatever. 


It is against the latter, the reorganized company, that appellants: 
seek judgment. | 


3 

The Western Pacific Railroad Company was reorganized for 
the first time in 1916. The Corporation, a holding company, then 
acquired all the stock of the operating company (R. 493) and 
took charge of its affairs. In 1926 Thomas M. Schumacher be- 
came president of the Corporation and chief executive of the 
@eerating company (Ex. P. 34 B, R. 531, Ex. P. 21, R. 1719, 
Ex. P. 25, R. 1724) ; Michael J. Curry then became a vice president 
of the Corporation and a vice president of the operating company 
(Ex. Meee 179 Mx. P. 25, R. 1724, R. G40); and in 1934 
Pierce & Greer, counsel for the Corporation in this case, became, 
on Mr. Schumacher’s recommendation (R. 793), general counsel 
for the Corporation and counsel for the operating company (R. 
793, 1031). The Corporation’s New York office was the head 
office of the group (R. 737) where policy was established and 
all significant decisions made (R. 740-42). The New York office 
was also made the fiscal office of the operating company (R. 740) 
ped the office expense was divided between the Corporation and 

e company (R. 643-44). The Corporation in conventional fash- 
ee and for its own purposes created and maintained over the 
ears the duality on which it now lays emphasis. 

In 1925 Arthur Curtiss James acquired directly or through his 
sompanies approximately 61 per cent of the common and 8.8 per 
rent of the preferred stock of the Corporation (R. 501). From 
chen and until February 1942 the James interests were represented 
n the Board of Directors of the Corporation (R. 1480, Ex. P. 
22, R. 1720). Since that date no one of the Corporation’s direc- 


ors has been identified with any particular interest. During the 


rears important here the Corporation’s directors were Thomas M. 
chumacher, a seasoned railroad executive (R. 993, 1231), past 
resident of the Corporation and for many years chief executive 
imine Western Pacific system (R. 1719, 1724); M. J. Curry, 
Or many years Mr. Schumacher’s principal assistant (R. 736, 
i” described by the trial court as ‘‘a perfectly competent man, 


| 


| 
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intelligent, and probably a pretty good railroad man” (R. 785); 
A. Perry Osborn, an experienced New York lawyer who is of 
counsel for appellants in this action and who came to the Board 
at the suggestion of the Chase National Bank (R. 990); Willis 
D. Wood, a broker (R. 1121), past governor of the New York 
Stock Exchange (R. 1122) and director of many well-known 
companies (R. 1122-23); and H. Brua Campbell, a member of 
the firm of Pierce & Greer. The other four directors were office 
employees of the New York office appointed to fill vacancies oc 
curring during the reorganization years (R. 1138-39). The offi- 
cers of the Corporation were M. J. Curry and two office employees, 
Mary C. Valouch and J. F. Wienken (Ex. P. 21, R. L719 )pe 


2. THE REORGANIZATION.’ 

Between 1916 and 1935 the Corporation caused its subsidiary, 
the operating company, to sell securities in large amounts to the 
public. The Corporation was unsuccessful in its management of 
the company and by 1935 the company was unable to pay interest 
on its outstanding indebtedness of approximately $70,000,000 
(230 I.C.C. 64). The Corporation directed it to file a petition for 
reorganization. | 

The railroad properties were transferred by the bankruptcy 
court to its reorganization trustees, Thomas M. Schumacher, presi-- 
dent of the Corporation, who became a trustee upon its recom- 
mendation (R. 1627), and Sidney M. Ehrman, a San Francisco 
lawyer (R. 1223-24). Charles Elsey, president of the debtor and, 
later to become president of the reorganized company, was man-— 
aging agent for the trustees (R. 1224, 1251). 


1For a tabulation of the officers and directors of the Corporation and 
their terms of service see Appendix A, p. 1. 


2For the convenience of the Court a “Chronology of Reorganization 
Proceedings” and, in parallel therewith, a “Chronology of Tax Returns 
and Related Occurrences,” have been prepared and have been placed in a 
pocket on the inside of the back cover to this brief. These chronologies 
will aid the Court in reviewing the sequence and relation of events. 


D 

The plan of reorganization formulated by the Interstate Com- 
merce Commission (230 I.C.C. 61, 233 I.C.C. 409) limited the 
first mortgage bonds of the reorganized company to $10,000,000 
to be exchanged for trustee’s certificates (Par. O, 233 LLC.C. 451); 
it required the old first mortgage bondholders to exchange their 
securities for income bonds, preferred and common stock; and 
it declared that the stock interest in and unsecured claims against 
the old company were totally valueless (Par. P(5), 233 I.C.C. 
ie. Junior secured interests were not paid in full by at least 
$3,495,900, plus interest (Ex. D. 33, R. 2021). The Commission 
plan was approved by the Supreme Court (Ecker v. Western 
Pacific R. Corp., 318 U.S. 448, 63 S.Ct. 692 (1943)) after review 
by this Court (In re Western Pacific R. Co., 124 F.2d 136 (C.C.A. 
9, 1941)) and the court below (Iv re Western Pacific R. Co., 
34 F. Supp. 493 (N.D. Cal. 1940) ). In October 1943, after sub- 
mission to and approval by the participating creditors, the plan 
‘was confirmed by the District Court (Ex. P. 10, R. 1674). A re- 
Organization committee consisting of Frederick H. Ecker, repre- 


senting institutional bondholders, Frank C. Wright, representing 


the Reconstruction Finance Corporation, and Robert E. Coulson, 
tepresenting Railroad Credit Corporation and the A. C. James 
Company, was appointed (Ex. P. 10, R. 1674); the securities of 
the old company were surrendered with the approval of the re- 
Organization court (Ex. P. 13, R. 1706) to the reorganization 
committee (Ex. P. 11, R. 1679) and later cancelled; new securities 
were issued; and on December 31, 1944, the railroad properties 
Were turned over to the reorganized company, the appellee here 
MEx. P. 14, R. 1711, R. 36-108). With the approval of the 
‘feorganization court (Ex. P. 13, R. 1706) and under authority 

f the reorganization plan (Par. R, 233 I.C.C. 453), the corporate - 
‘tharter of the old company was retained for the reorganized 
rOncern (Ex. P. 13, R. 1706). The reorganization proceeding was 
‘losed by a final order dated March 28, 1946 (Ex. D. 32, R. 
2013). 
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The Corporation intervened in the reorganization on Decem- 
ber 11, 1939 (Ex. D. 29, R. 1994) and thereafter remained a 
party to the proceeding, represented by Judge Marcus C. Sloss 
of San Francisco (R. 1600-03). 

This litigation is a dispute about taxes* and “tax savings” for 
the years 1942, 1943 and the first four months of 1944, a period 
during which the railroad properties were owned, controlled and 
operated by the trustees of the bankruptcy court. It is a dispute 
about “‘tax savings’ of those trustees. 

The Corporation depended for its income on interest and divi- 
dends from securities of The Western Pacific Railroad Company 
and the Denver & Rio Grande Western Railroad Company (R. 
748). With both the Western Pacific and Denver & Rio Grande 
properties in reorganization, the Corporation had no substantial 
income (R. 575) and its financial situation grew critical. For a 
time it succeeded in borrowing from its secured creditors to pay 
its office expenses (R. 771-72, 789, Ex. D. 4 C id., R. 1859)f 
When these advances stopped, the Corporation renewed its earlier 
suggestion (Ex. D. 3, R. 1839, 1845, 1852-53) that the reorgan- 
ization trustees assume a larger share of the New York office ex- 
pense. The trustees, after consultation with the reorganization 
court (R. 1230-31) and to the knowledge of the Corporation’s 
directors (R. 1002-3), agreed to assume and did assume all ex- 
pense of the joint New York office (Ex. P. 30, R. 1738). The ar- 
rangement had no relation to income tax problems of the trus- 
tees (R. 1245, 1257). As an economy measure, Mr. Schumacher 
in 1942 resigned as president of the Corporation (R. 743) and 
Mr. Curry was elected by the Board as his successor (R. 644, 
1016). 


3On income earned by the railroad properties during the reorganization 
the trustees were the taxpayers. I.R.C. Sec. 52; Reznecke v. Gardner, 277 
U.S. 239, 241, 48 S.Ct. 472, 473 (1928); 415 South Taylor Building 
Corp., 2 T.C. 184, 192 (1943). The trustees were entitled to join in the 
consolidated returns. I.R.C. Section 52, Treas. Regs. 104, Sec. 23.15 (b). 


3. TAXES PRIOR TO 1942. 

In each year beginning with 1918 the Corporation prepared, 
signed and filed in New York consolidated tax returns for itself 
and all group members (R. 1258-59, 843-44, Ex. D. 40). Begin- 
ning in 1927 Mr. Curry, first as treasurer (R. 846) and after 
February 1, 1942, as president of the Corporation (Ex. P. 21, R. 
1719) supervised preparation of the returns (R. 844-45) and 
signed and filed them (R. 846, 831, 664, 666). In each year 
the tax owing under those returns was allocated among the 
group members according to the formula universally accepted, 
that is: the consolidated return tax was distributed pro rata to 
those members of the group who had taxable incomes without 
allocating any tax to a “loss company” or paying that company 
for the tax ‘‘saved” by the use of the loss in the returns (R. 
1262, Ex. D. 40). This approved practice was followed during 
the years here in question (Ex. D. 40). 


4. TAXES FOR 1942. 

During that part of the reorganization period prior to 1941, 
income was low and losses were large. No tax was reported 
owing in the consolidated returns and none was paid.* In 1942 
it became apparent that the reorganization trustees, with sub- 
stantial war income, might become liable for a large tax payment. 
Mr. Curry, who knew of the large earnings of the trustees and 
that the Corporation with no earnings would pay no tax (R. 
836), supervised preparation of tentative consolidated returns 
bor 1942, and signed and filed them on March 15, 1943 (R. 


| 


821) and arranged for an extension of time until May 15, 1943, 


| 4In each of the years 1935 to 1941, inclusive, taxes were ‘‘saved’’ for . 
ne or more group members through the use of group losses in consoli- 
dated returns. No “tax savings’ payments were made or demanded. See 
ex. D. 40. (In this brief, exhibit references unaccompanied by record 
ritations refer to exhibits which with leave of Court have not been 
orinted. ) 
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to file the final returns (R. 1881-82). Shortly thereafter F. C. 
Nicodemus, Jr., counsel for the Corporation, who had discussed 
the 1942 returns with Mr. Curry (R. 697-698), noting ‘‘the very, 
critical question” as to whether the final returns should be con-| 
solidated or separate returns (Ex. P. 39-B, R. 544), suggested’ 
to Mr. Schumacher that the trustees obtain expert tax advice’ 
from the New York law firm of Whitman, Ransom, Coulson, 
& Goetz (Ex. P. 39-B, R. 544, 1079). James K. Polk, a member, 
of that firm, had worked with consolidated returns for many 
years both in and out of the Bureau of Internal Revenue (R. 
1396-98). Mr. Schumacher consulted with Mr. Ehrman and they 
decided to employ the Whitman firm (Ex. P. 39-E, R. 1746, 
1235)h : 

Mr. Polk reviewed the tax history of the group (R. 1400), ar 
ranged for an independent tax accountant to assist the New York 
office employees in the preparation of the returns (R. 1402), 
considered various alternatives (R. 1404, 1444-45) and recom-. 
mended that final consolidated returns be filed for 1942. The 
final returns, prepared in the New York office (R. 830), were 
signed and filed by Mr. Curry, president of the Corporation,. 
on May 15, 1943 (R. 831, 837). They reported a consolidated 
tax of $4,201,821.54 (Ex. P. 3 A/B). With insignificant excep- 
tions this tax resulted from the earnings of the reorganization. 
trustees (Ex. D. 40) and the trustees provided from the bank 
ruptcy estate the funds from which the tax was paid (R. 824, 
826, 1306-07), allocating to the subsidiaries of the operating 
company in accordance with the traditional formula the small 
amounts of tax owing from them (Ex. D. 40). 


5. TAXES FOR 1943. 

Shortly after the 1942 returns were filed Mr. Polk reviewed 
the tax situation with Mr. Curry and Mr. Nicodemus, pointing 
out the advantages of consolidated returns (R. 839, 1079-1080), 
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and prepared a detailed written report dated May 20, 1943, 
which was addressed to Mr. Curry (Ex. P. 50, R. 1757) and 
circulated to Mr. Schumacher (R. 862) and Mr. Nicodemus 
(Ex. D. 9, R. 1884), who reviewed it together (R. 864). A copy 
of the report was provided to Mr. Elsey (R. 1266). The report 
reviewed the tax advantages of consolidated returns and sug- 
gested the possibility that under the recently enacted amendment 
to Section 23(g) of the Internal Revenue Code the loss of the 
Corporation, upon a determination that its stock in the old com- 
pany was worthless, might constitute under consolidated returns 
an offset to income of other group members (Ex. P. 50, R. 1757). 

During the fall of 1943 the courts finally determined that the 
Corporation’s interest in the old company was worthless. The 
loss of the Corporation, calculated for tax purposes at $73,478,- 
023.04, greatly exceeded group income for 1943 (Exs. P. 4A, 4B, 
Ex. D. 40). As an economic matter the Corporation’s loss had 


accrued over the years as the financial condition of the old com- 


pany became increasingly acute; as a tax matter it was realized, 

according to Mr. Polk’s opinion, when the order confirming the 
'% of reorganization became final in November 1943 (Ex. P. 
54, R. 606, 1409-10). It was therefore a 1943 loss. 

Consolidated returns reporting the loss of the Corporation as 
an offset to group income were prepared in the joint New York 
a. (R. 1414), signed by Mr. Curry (R. 664), and filed by him 
pn July 15, 1944 (Exs. P. 4A, 4B). Mr. Curry had been con- 
ulted from time to time in connection with the preparation of 
he returns (R. 1415) and he knew that they reported the Cor- 
oration’s loss as a deduction (R. 682, 702-4). The returns re- 
sorted no tax owing (Exs. P. 4A, 4B). Some months earlier — 
he reorganization trustees, recognizing the uncertainties in the 


943 tax situation, had asked the reorganization court for leave 
0 establish a reserve for taxes (Ex. P. 58, R. 1772). A hearing 
was held (R. 1270-74); the tax situation was reviewed (Ex. D. 


t 


| 
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34, R. 2023, 1270-74) ; and an order entered approving a reserve 
for tax purposes of $7,100,000 (Ex. D. 12, R. 1895). Judge Sloss 
and Mr. Nicodemus, attorneys for the Corporation, received 
notice of the hearing and the action taken (R. 1991, 1217). 
Mr. Curry understood that Mr. Nicodemus knew that consoli- 
dated returns would be filed for 1943 (R. 889). Mr. Nicodemus 
received a copy of Mr. Polk’s written report of May 20, 1943, 
(R. 1884), a copy of the annual report of the trustees for 1943/ 
which discussed taxes (R. 1086) and of the December, 1943, 
form 174A statement reporting the reversal of tax accruals (R. 
1083-4). 


6. TAXES FOR 1944 AND THE 1942 REFUND CLAIM. 

Under the carryback provisions of the Internal Revenue Code 
(I.R.C. Sec. 122(b)) the group was entitled to carry back the 
1943 loss and claim a refund of the tax paid for 1942. A refund 
claim, prepared by Mr. Polk as a routine matter (R. 1450), was 
signed by Mr. Curry (R. 667) and filed in due course on March 
9,.1945 (Ex. P. 6, R. 1654). | 

The Internal Revenue Code also provided (I.R.C. Sec. 122(b)) 
that the 1943 loss could be carried forward to apply to 1944 
income. The 1944 returns, reporting no tax owing (Exs. P. 5A, 
5B), were signed and filed by Mr. Curry (R. 666) on July 15, 
1945 (Exs. P. 5A, 5B). In the meantime and on April 30, 1945, : 
the New York office had been closed (R. 650 A, 891) and Mr. 
Curry, after some preliminary conversation on his behalf by Mr. 
Nicodemus and Mr. Osborn with Mr. Coulson (R. 1017, 1110), 
had taken up quarters in the suite of Whitman, Ransom, Coulson 
& Goetz under a retainer arrangement whereby his services were 
to be available in connection with tax matters (Ex. P. 33, R. 529). 
The Corporation directors were familiar with this arrangement 
(R. 899, 901-03, 1017) and Mr. Curry testified that during the 
period he had his office in the Whitman suite no attempt was 
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made to influence his activities as Corporation president and that 
he was entirely free to take any action he thought advisable with 
respect to the Corporation’s affairs (R. 904). 

The returns for 1944 related only to the first four months of 
the year. On May 1, 1944, with the approval of the reorganiza- 
tion court (Ex. D. 23, R. 1930) and the stockholders of the Cor- 
poration (Exs. D. 1, D. 2, R. 1830-31), the stock of the old 
company held by the Corporation was surrendered to the reor- 
ganization committee (R. 493) and later cancelled, thus terminat- 
ing the group affiliation and the possibility of consolidated returns. 


7. THE SETTLEMENT WITH UNITED STATES. 


Mr. Polk, holding powers of attorney from all group members 
Ex. P. 65, R. 1784, R. 1441), represented the group in connec- 
‘ion with the audit of the returns. He wrote a letter (Ex. P. 64, 
é 1779) to and held conferences with Bureau of Internal Reve- 
que fepresentatives in New York and Washington (R. 1418-20, 
423-31) which culminated in a proposal that the United States 
iccept the returns for 1942, 1943 and the first four months of 
‘944 as filed and deny the refund claim designed to recover the 
4,201,821.54 paid as 1942 tax (Ex. In. 14, R. 2142). This 
at that the tax liability for the entire period of two years 


nd four months would be discharged by the payment of $4,201,- 
121.54. The Bureau eventually accepted this proposal (Ex. P. 7, 
\. 1664-65). 

Mr. Polk, with the approval of the reorganized company (Ex. 
! 72, R. 1801), which was responsible for the taxes of the 
tustees (Ex. P. 15, R. 1711), submitted his settlement proposal 
the Bureau on February 11, 1947 (Ex. In. 14, R. 2142). On 
pril 2, 1947, he advised the Corporation in detail (Ex. P. 68, - 
. 1788). The directors of the Corporation, following agreement 


‘pon a stipulation in this proceeding, concluded by formal action 
) approve the settlement (R. 1103, R. 1644-45) which on August 


| 
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13, 1947 was also accepted by the Bureau (Ex. P. 7, R. 1664). 
The stipulation (Ex. P. 7, R. 1658) recognizes that although the 
settlement was effected in form by a total rejection of the refund 
claim, the $4,201,821.54 payment for 1942 was intended to be a 
settlement payment not for 1942 alone but for the entire period 
of two years and four months.° 

From first to last these tax transactions were handled in the 
ordinary course of business. The returns related to a period dur 
ing which afhliation continued—indeed they were possible only 
because affiliation continued—and they were prepared, signed 
and filed and the allocation of intra-group liabilities was made 
in strict accordance with twenty years of prior practice. Appel- 
lants have in fact no complaint about the tax returns. They agree: 
that the returns were properly prepared, properly signed and 
properly filed (In. Br. 62-63, Pl. Br. 78-79). They also agree 
that Mr. Polk, whose purpose, like that of other tax counsel, 
was to obtain a favorable tax result for the group, discharged 
that duty in a completely satisfactory fashion. (R. 1007, 1103) : 


8. THIS LITIGATION AND THE OPINION BELOW. 


In June, 1946, the interveners, claiming to own 6.7% of the | 
preferred stock of the Corporation,’ began a stockholders’ suit 


5Any refund which the United States might have made pursuant to the 
refund claim would have belonged to the reorganization trustees who paid 
the tax. In receiving the refund the Corporation would be acting as the 
agent for the actual taxpayer, Treas. Reg. 104, Sec. 23.16, and compelled 
to surrender the proceeds. Bankers Trust Company v. Florida East Coast 
Car Ferry Company, 92 F.2d 450, 452 (C.C.A. 5, 1937). Cf. Hart Glass 
Mfg. Co. v. United States, 48 F.2d 435 (Ct. Cl. 1931) cert. den. 286) 
U.S. 556; Dorrance v. Phillips, 85 F.2d 660, 662 (C.C.A. 3, 193GRy 
West Virginia Rail Co. v. Jewett Bigelow & Brooks Coal Co., 26 F.2d 
503, 504 (E.D. Ky. 1928). 


6Appellees offered to prove that the interveners bought their $100 pat 
value preferred stock in the Corporation in 1942 and thereafter at a total 
cost of $37,007.39 or an average of $1.00 per share (Exs. D 18 id., 19 
id., 59 id., R. 1905-07, 2102). The evidence was excluded as irrelevant 
(R. 1175, 1643). 


Ne 
in New York charging mismanagement of the Corporation by 
its officers and directors in many particulars, including failure 
to assert a ‘tax saving’ claim. Thereafter and on October 10, 
1946, the Corporation filed this action (R. 5). 

The District Court concluded that there was no equity in ap- 
pellants’ claim and ordered judgment for appellees. The court, 
believing that there had been an erroneous and unjust “escape” 
from taxes which should have been paid to the United States, 
but “compelled to rest decision upon the fundamental issue of 
the justice and equity of plaintiff's right, if any, to be paid for 
that which was escaped” (R. 272), concluded that the injustice 
could not be cured by “distributing the gain thus made to others” 
(R. 271) and held that appellants had no claim. 

The District Court recognized the true nature of appellants’ 
claim: 

“A ‘saving’ in taxes is a negative concept. It is a benefit 

to one obligated to pay money, resulting from not having 

to pay. No benefit could inure from participating in non- 
payment of an obligation, unless there rested upon the par- 
| ticipant an obligation to pay. Absent such obligation, any 
sharing of that which is not paid out, would be gratuitous.” 

(R. 272-73) 

o x * x ok ok ok 
“What plaintiff really seeks is not all or a share of the so- 
, Called tax saving. Rather it is a circuitous way of obtaining 
| something in the nature of equity or value for its owner- 

ship, rejected in the reorganization plan. Or put differently, 

it is an effort to share in the earnings of the debtor during 
the reorganization period.” (R. 272) 


he court concluded that any such distribution of earnings would 

P contrary to the reorganization plan: 

“In effect therefore, recognition of plaintiff's claim would 

| be recognition of a right in plaintiff to share in debtor's 
earnings. As already stated, a demand substantially seeking 


And 


tion 


The District Court therefore held 


(a) 
(b) 


(c) 


(d) 
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this end was heretofore asserted by way of opposition to 
the plan and rejected. Ecker v. Western Pac. Co., 318 U.S. 
448.” (R. 273) 


contrary to the philosophy and purpose of the reorganiza- 
proceeding itself: 


“Not only that, but the philosophy underlying Section 
77 of the Bankruptcy Act stands as a barrier against the 
equitable validity of plaintiff's claim in this cause.” 


* * * * * * * 


“When it was finally determined, after running the full” 
gamut of court and administrative procedure, in the reor- 
ganization of the Western Pacific Railroad Company, that | 
the plaintiff’s interest was worthless, nothing short of some. 
extraordinary cause justifying reopening the reorganization 
proceeding could effect a change. To make any award in this: 
cause, under the assumed authority of equity principles, 
would be in effect to modify the administrative and judicial 
judgments in the reorganization proceeding. Such a proce | 
dure would be an indirect nullification of the purpose of | 
the reorganization statute, in the guise of an afterthought | 


allegedly of equitable persuasion.’ (R. 273-74) ' 
. 


that there is no justice or equity in appellants’ claim; 


that to recognize the claim would be to accord appellant 
a share in the earnings of the reorganization trustees during 
the reorganization period; 


that to recognize the claim would mean that the Corpora-— 
tion would receive value for its stock ownership, although - 
that stock has been held to be without value; 

that the Bankruptcy Act is a barrier against the assertion 
of appellants’ claim against the reorganized The Western 
Pacific Railroad Company. . 


5 

The District Court did not reach and had no occasion to con- 
sider the affirmative defenses of laches, statute of limitations 
and estoppel urged by appellees. Nor did the Court have occasion 
to give attention to the settled business practice, the past practice 
of the Western Pacific group, or the precedents relating to the 
distribution of intra-group liabilities in connection with consoli- 
dated returns. 


9. THE “FACT” STATEMENTS BY APPELLANTS. 

By seizing upon accidents of phrasing, by partial quotations, by 
distorting a few details and ignoring the substance of what was 
done,’ appellants seek to lead this Court to believe that the con- 


*The briefs of appellants, particularly that of the interveners, are replete 
with erroneous and misleading statements. We shall exemplify briefly. 

(a) It is said that “defendant was quite reluctant to disclose its use 
of plaintiffs’ tax credit * * * , it simultaneously decided to create a tax 
reserve; but this reserve was to be hidden under the unrevealing designa- 
tion ‘Reserve for Road Improvements’ (In. Br. 33). The fact is that the 
ase of the stock loss in the 1943 consolidated returns was plainly dis- 
losed in the returns, prepared in the Corporation's office (R. 845-46, 
1414), signed and filed by the Corporation’s president (R. 664). It was 
ully presented in a formal hearing in the reorganization proceeding (R. 
270-74) and reported in the annual reports published by the trustees 
(Exs. P. 20 B, 20 C, R. 511-14). As the trial court said, “It was all done 
light out in the open” (R. 970). The reserve to which appellants refer 
was established by court order (Ex. D. 12, R. 1895) and entitled “Re- 
erve Fund for Contingent Tax Liabilities’ (Ex. D. 12, R. 1895). Appel- 
ants, for their description of the reserve, rely upon a mere draft which 
vas never used, which they have misquoted and which was to be entitled 
Reserve Fund for Contingent Tax Liability and for Post-War Moderniza- 
ion and Improvement’’ (Ex. In. 19, id., R. 2155-56). 

(b) Appellants say that ‘Plaintiff's financial collapse * * * was the 
ignal for its officers, directors and lawyers to desert the sinking ship and 
climb on that of defendant’ (In. Br. 11). The fact is that the officers, 
irectors and lawyers of the Corporation all testified that they performed 
eir duties to the best of their ability, for the best interest of the Corpo- 
tion and were not dominated or controlled in their actions by anyone 
R. 743-44, 1011-16, 1046, 1126, 1136, 1143). There is no contradictory 
-stimony. 

(c) Appellants characterize Mr. Curry, the Corporation’s president, 
5 a “‘chief clerk” or “‘office manager’ (In. Br. 12). The trial court, who 
eard him testify, characterizes Mr. Curry as ‘‘a perfectly competent man, 
atelligent, and probably a pretty good railroad man” (R. 785). 

(d) Appellants say “without so much as asking plaintiff, defendant 


} 


| 
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duct of the persons handling the tax transactions was unfair and 
biased if not worse. These same arguments, based upon these 
same scraps of material, were pressed below with even greater 


made the decision that plaintiff was to file consolidated returns and make 
its tax credit available to defendant” (In. Br. 18-19). The fact is that the 
Corporation’s president himself signed and filed the returns (R. 663, 
664, 666, 831, 837), that consolidated seturns were obviously advan- 
tageous and that if they had not been filed appellants would have no 
claim. 

(ec) Appellants say that Mr. Polk’s letter of May 20, 1943 was “‘ad- 
dressed to defendant” (In. Br. 19). It was in fact addressed to Mr. . 
Curry (Ex. P. 50, R. 1757), who was at that time an officer of both the 
Corporation and the pre-reorganization The Western Pacific Railroad: Com. 
pany. Mr. Curry has at no time been an officer of defendani, viz., the 
reorganized The Western Pacific Railroad Company. 

(f) Appellants say that the consolidated returns for 1943 ‘“‘were pre- 
pared by Valouch (then a full time employee of defendant, but neither: 
an officer or director of plaintiff), under the supervision of Polk’ (In. 
Br. 20). The fact is that the returns were prepared by Miss Valouch and 
Mr. Reilly, an independent tax accountant, under the supervision of Mr. 
Curry (R. 829-30, 701-02, 845-46, 1259, 1414). Mr. Polk had no part 
in the preparation of the returns but acted as tax counsel, that is, by giving 
advice (R. 1403-04, 1414-15, 1417). 

(g) Appellants say of Mr. Curry after he took up his office in the suite 
of Whitman, Ransom, Coulson & Goetz, “‘he, as plaintiff's president, was 
to perform such services as defendant would require to achieve and safe- 
guard the tax savings for itself’’ (In. Br. 21). The fact is that the re- 
tainer for Mr. Curry was arranged after Mr. Schumacher and Mr. Osborn 
had suggested that something be done for him because of the inadequacy 
of his pension (R. 1017, 1495), that he was retained in connection with 
tax affairs because of his familiarity with the tax matters of the group 
and possibly to act as a witness in pending tax matters (R. 1496-97), that 
Curry informed the Corporation’s directors of the retainer (R. 1016-17, 
899-904) none of whom disapproved (R. 903, 1017) and that he was at 
all times entirely free to carry out his activities as president of the Corpora: | 
tion with no interference whatever (R. 904). 

(h) Intervener appellants say that on August 13, 1947, the tax settle- 
ment with the United States “became an accomplished fact, without ever 
having received advance approval by plaintiff’ (In. Br. 25). The fact is 
that prior to the receipt of information of the Government’s action the 
directors of the Corporation had considered the matter at length and de- 
cided against withdrawal of the offer of settlement (R. 1644-5). 

(i) Appellants say that not until shortly before this action was filed did 
either Mr. Osborn or Mr. Wood know “that the plaintiff's stock loss was’ 
being used in tax returns or that thereby defendant was saving taxes ; neither’ 
knew or was advised of the legal or economic consequences of the filing of 
the returns involved in this case’ (Corp. Br. 12). The fact is that Mr. 
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jigor. They failed to make any impression on the trial court. 
That court had before it as witnesses, on the call of appellees, 
the persons whom appellants by innuendo charge with conniving 
9r incompetence: Curry (R. 636-910), Nicodemus (R. 1029- 
1121), Osborn (R. 988-1029), Polk (R. 1396-1477), Coulson 
(R. 1478-1501), Ehrman (R. 1222-49), and Elsey (R. 1249- 
1361). The depositions of Sheehan (R. 1138-43), Wood (R. 
1121-34), Hatton (R. 1134-38), and Sloss (R. 1599-1614) were 
read in whole or in part. With the witnesses and the written 
record before him, the District Judge concluded that there was 
no reason to believe that the tax transactions were handled other 
than in an open, competent, candid and unbiased fashion and 
cut short the exposition of the details (R. 970, 977, 986) and 
intervener’s argument concerning them. The court said: 
“The Court: Well, I can follow all that argument or I 
: could if there were some concealment involved. But when 
everybody was, as they were in this case, acting completely 
in the open in the matter, nobody was concealing anything 
from anyone else, the element of fraud or deception, of the 
kind that you refer to, is absent. 
| x x * ** * x * 


“Everybody knew that consolidated returns were being filed. 
Everybody knew who the directors were. Everyone knew 
that these attorneys were being employed to file this con- 
solidated return. It was all done right out in the open.” (R. 
970) 


sborn knew that consolidated returns were being filed (R. 1019) and that 
ney conferred substantial benefits on the trustees (R. 1020-22). Mr. Wood 
ad no doubt that consolidated returns would be filed (R. 1132-3). 
(j) Appellants say that by reason of the stockholders’ suit filed in June 
46 “plaintiff's board of directors first learned of the use of plaintiff's 
Ock loss in consolidated returns to the advantage of the defendant Oper- 
ing Company” (Corp. Br. 24). The fact is that Mr. Curry knew of the 
e of the Corporation’s loss as a deduction at the time the 1943 returns 
ere filed (R. 682, 702-4), that Mr. Schumacher was familiar with 
¢ tax transactions throughout (R. 876-77), that Mr. Osborn knew that 
wnsolidated returns conferring a benefit on the trustees were being filed 
%. 1019-22), and that Mr. Wood had no doubt that consolidated returns 
ould be filed (R. 1132-33). 


| 
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SUMMARY OF THE ARGUMENT 

Appellants claim for the Corporation, as former owner of the 
stock of the pre-reorganization The Western Pacific Railroad 
Company, the benefit of the ‘‘tax saving” realized by the reor- 
ganization trustees through the entry of the Corporation’s loss 
as a deduction from income in the consolidated returns. That 
claim fails: first, because it is without merit; second, because it 
is presented against a party not liable, viz., the reorganized The 
Western Pacific Railroad Company; and, third, because it is 
presented too late and in the wrong forum. 

The District Court believed that the use of the Corporation's 
loss as a deduction from income in the consolidated returns was — 
not intended by the revenue laws. Appellants and appellees are : 
agreed that the returns were proper under the tax laws and 
that the settlement of tax liability with the Government was ° 
also proper. In either view of the intent of the revenue laws, the . 
Corporation’s claim must fail. If it be assumed that the use of 
the Corporation’s loss to offset taxable income resulted in an _ 
under-payment of taxes to the United States, no right would on 
that account vest in the Corporation. Alternatively, if the “tax 
saving’ was intended by the revenue laws and the taxes due the 
United States were fully paid, the Corporation is merely attempt- 
ing to assert, without justification, a claim to a portion of they 


income earned by and belonging to the reorganization trustees. 


for settling intra-group affairs in connection with consolidated re- 


There is a well recognized and generally accepted formula 


turns. It calls for an apportionment of the consolidated tax im 
proportion to taxable incomes with no “tax saving” oaymedil 
The Securities and Exchange Commission has by rule established — 
that formula for the utility industry. The Treasury Department 
has approved it. It is generally employed by the business com-, 
munity and it has been followed without deviation for twenty 
years by the Western Pacific group at the direction of the Corpo- 
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ration itself. Appellants are attacking a practice which has been 
followed without challenge since the income tax laws were first 
enacted. Their position has never been approved and it has been 
specifically condemned. 

Appellants’ case lacks the fundamentals of any legal action: 
proof of wrong and proof of damage. The entry of the loss of 
the Corporation as a deduction from income in the consolidated 
returns did not affect the Corporation nor damage it in any way. 
It paid no taxes under the consolidated returns. It would have 
paid none under separate returns. 

Appellants have no unjust enrichment claim. In law the trus- 
tees were not “enriched” by retaining income they had earned 
in operating the railroad properties. Even if this were an enrich- 
ment, it was not unjust to appellants. The failure of appellants 
to show injustice fo them is fatal to their claim. Moreover, under 
the circumstances of this case, any unjust enrichment recovery, 
sven if a claim could be made out, would necessarily be nominal. 
Against a defendant whose conduct has not been tortious or 
wrongful (and certainly these appellees are guilty of no wrong) 

judgment for unjust enrichment is limited to the gain to the 
lefendant or the loss to the plaintiff, whichever is the lesser. In 
his case the plaintiff suffered no loss. 

The dual employment of the personnel who handled the tax 
transaction is of no significance. Duality in itself is not a wrong, 
lor does it give rise to liability in the absence of wrong. More- 
ver, if, as appellants argue, they are entitled to “fairness” 
bey still have no claim. The best proof of “fairness” is the 

venty years of past practice of the Corporation itself, the settled 

“factice of the business community and the conclusion uniformly 
“kpressed by all who have considered the problem of intra-group 
“yactices in connection with consolidated returns—all of which 
#€ in strict accordance with what was done in this case and di- 
actly opposed to what appellants seek to have done. 
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In this equity proceeding appellants are without equity. The 
present owners of the reorganized company are the secured 
creditors (and their successors in interest) of the old company. 
The claims of those creditors have never been paid in full. The 
stock and other securities which they received in the reorganiza- 
tion have never been equal in value to their claims against the 
old company. The Corporation, as parent company, owed fiduciary 
duties to these creditors of its subsidiary. It was obligated to pro- 
tect their interest, either by joining in consolidated returns or 
otherwise. Certainly, as fiduciary, the Corporation cannot be al- 
lowed to reduce the assets of the reorganized company by $17,- 
000,000 and thus further diminish the already inadequate recovery 
of the secured creditors of its subsidiary. 

Appellants’ claim, even if it had substance, cannot be asserted 


against appellees. The taxes which were ‘‘saved’’ were taxes of 


the reorganization trustees; a claim for the “‘saving” is a claim 


against those trustees. The trustees, however, are not parties to . 


this action and the assumption agreement by which the reorgan- 


ized company undertook to pay certain trustee obligations does | 


not include this claim. Even if appellants had a claim against the — 


reorganization trustees, they have none against appellees. 
Appellants’ claim is barred by the failure to present it during 


the reorganization proceeding. The “tax saving” claim, if paid,” 


would have been an expense of administration of the reorganiza- 


tion proceeding. Such expenses have validity and can be paid only 


if they are approved and allowed by the reorganization court. 
This claim was neither presented to, approved by nor allowed by 


that court. 

The principal purpose of the reorganization would be frus- 
trated if appellants were allowed judgment for $17,000,000 
against the reorganized company (an amount nearly twice the 
authorized first mortgage bond issue of the reorganized com- 


pany) on the basis of a claim relating to the period of reorgan- 
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ization but which was neither advanced nor considered in that 
proceeding. Any such judgment would frustrate the purpose of 
the reorganization; it would repudiate the conclusion of the 
Supreme Court that appellants’ interest in the Western Pacific 
group was valueless; and it would be in derogation of the pro- 
visions of the reorganization decrees barring all claims not specif- 
ically approved and allowed. 


Argument 


1. APPELLANTS HAVE NO CLAIM. 

By this litigation appellants seek a retrospective examination 
of the proceedings taken in connection with the income and ex- 
cess profits taxes of the reorganization trustees of The Western 
Pacific Railroad Company. The tax proceedings were carried on 
in a routine, open fashion according to procedures which had 
been followed for many years. The reorganization court, the 
trustees and all who participated in the tax proceedings under- 
stood that there was a possibility that the Government would 
mot accept the returns as filed and, accordingly, a tax reserve 
was created. The possibility that the Corporation might assert 
a claim occurred only to the attorney for the Corporation, who 
consulted expert tax lawyers in that connection. They gave him 
MoO encouragement. Some years later, after the reorganization 
was completed and closed, certain stockholders of the Corpora- 
tion brought a suit in which the claim made here was asserted 
for the first time. Shortly thereafter the Corporation filed this 
action. The District Court observed that the claim is novel and 
bizarre and that it is an afterthought pursued on account of the- 
large amount involved. These facts are not recommendations 
for appellants’ claim, but since it is earnestly pressed, this brief 
points out some of its defects. 


| 
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The first question is: Does the fact that the entry of the 
Corporation’s loss in the consolidated returns reduced the taxes 
of the reorganization trustees vest a money claim in the Corpo-_ 
ration? If it does not, if the Corporation has been deprived of 
nothing to which it is entitled, arguments about fairness, duality 
and fiduciary obligations are all irrelevant. 

Consolidated returns have been filed in great numbers since | 
the early years of the income tax law. One consequence is that | 
specific and dependable guides for the proper settlement of | 
intra-group liabilities in connection with those returns are now | 
available. They are 


The past practice of the parties and the general practice 
of the business community. 

The rulings of the Securities and Exchange Commis- 
sion and the Treasury Department. 

The studies of affiliated groups by the Federal Trade. 
Commission and the decisions of the Interstate Commerce 
Commission. 


These, the relevant guides for decision, unlike appellants’ argu- 
ments,*? all relate precisely to the matter in hand. They demon- 
strate that the decision below is in accordance with all the prece- 
dents and settled practice. In attacking those precedents and that 
practice appellants fail to prove a cause of action. 


A. Appellants Have No Claim Based on the Failure, if Any, to; 
Pay Taxes Due the United States. . 


Appellants claim moneys which were earned by the reorgan-: 
ization trustees in the operation of the railroad properties. The 


11Appellants cannot agree on what this Court should do or why it 
should do it. The Corporation wants judgment for $17,201,739.00; the 
interveners will be content with what “to this Court may appear fair in 
the circumstances of this case’ (In. Br. p. 69). The Corporation stresses 
unjust enrichment; the interveners stress duality. The Corporation says 
little about a possible bargain with the trustees; the interveners place 
heavy emphasis on the bargain idea. Nothing which appellants say, how- 
ever, furnishes any justification for overturning the settled practice of the 
patties. 
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court below concluded that those moneys belong either to ap- 
pellees as railroad revenues or to the United States as taxes— 
and that in neither event do appellants have a claim. The court 
also thought that the tax result reached here was contrary to the 
intent of the revenue laws and that no “tax saving” should 
have occurred. The trustees paid no tax on large amounts of in- 
come as a result of a literal application of I. R. C. Sec. 23(g) 
(4) to the circumstances here presented. That section permits 
the loss to a taxpayer corporation when the stock of an affiliated 
corporation becomes worthless in its hands to be treated for tax 
purposes as an ordinary loss rather than a capital loss and hence 
available as an offset to ordinary income. Normally, however, the 
taxpayer's loss on the stock of an affiliate offsets income of the 
taxpayer or another affiliate. Here the loss offset for tax purposes 
the income of the properties of the very company whose stock was 
declared worthless. This result followed, however, from the ex- 
press language of the statute. But because of the uncertainty as 
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to the year of loss,** an uncertainty as apparent to the Bureau as 
to the taxpayer,’* a settlement was made whereby the United 
States accepted $4,201,821.54 in full discharge of the group tax 
liability for the period in question. 

The court below believed that the Bureau exercised poor judg- 
ment in accepting this compromise. Appellees disagree. If, how- 
ever, this Court should share the view of the District Court on 
this aspect of the case, it must inevitably reach the same conclu- 
sion: that appellants have no claim on tax moneys. Appellants 
are not tax collectors. To prevail they must establish their own 
tights. They cannot rely on the rights of the United States. “Re- 


The Bureau argued initially that the loss related back to the initial | 
approval of the reorganization plan in August 1940 and that it was there- 
fore a 1940 loss and not available to offset 1943 income (R. 1423-26). 


13The record demonstrates that the Bureau representatives had complete 
and detailed information on all aspects of the tax transaction. See R. 
F820, 1423-30, Ex. P. 64, R. 1779. 
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spondents, to have standing in court, must show an injury or 
threat to a particular right of their own, as distinguished from 
the public’s interest in the administration of the law.” Perkins 
v. Lukens Steel Co., 310 U.S. 113, 125, 60 S.Ct. 869, 876 (1940); 
Stark v. Wickard, 321 US. 288, 304, 64 S.Ct. 559, 568 (1944). 


B. Appellants Have No Claim Based on Unjust Enrichment, Fidu- 
ciary Obligations or Duality. 


The briefs of appellants discuss doctrines of unjust enrichment, 
fiduciary obligation and duality. Those doctrines provide, how- 
ever, no support for appellants’ claim. 


|. APPELLANTS HAVE SUFFERED NO WRONG AND PROVED NO DAMAGE, 

Appellants do not prove a cause of action. They have no 
title claim. The funds they seek came from shippers in exchange _ 
for transportation service. They have never belonged to appel- 
lants. With no title to assert appellants, as other litigants, must 
prove that they have been wronged and damaged. They prove. 
neither. In 1943 the courts gave formal recognition to the finan- 
cial truth that over the years the interest of the Corporation in 
the old company had become worthless. Congress authorized a 
tax calculation whereby an entry was made in consolidated re- 
turns deducting the amount of the Corporation’s loss from the 
income figures appearing in the returns. Returns thus prepared 
were filed and audited and the group liability was compromised 
and satisfied. Nothing in this process constituted a wrong to ap- 
pellants. They suffered no tort; no contract was breached; no 
statutory right was infringed. Appellants have, therefore, no 
standing in court. “The only injury of which plaintiffs may com-— 
plain in a judicial tribunal is the invasion of some legal or equi- 
table right.” Tilney v. City of Chicago, 134 F.2d 682, 683 (C.C.A. 
7, 1943) cert. den, 320 U.S. 759. 

Nor have appellants been damaged. The Corporation paid no 
tax under the consolidated returns (Ex P. 3A/B, 4A/B, 5A/B) 


’ 
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just as it would have paid no tax under separate returns. (Ex. 
D. 46, R. 2040) The reference in the returns to the fact of its 
loss cost the Corporation nothing. The Corporation had no in- 
come (Exs. D. 40, D. 46, R. 2040). It could not have used the 
loss itself™ and it could not have sold it.’° The Corporation has 
thus proved no damage and without proof of damage no litigant 
can recover. “The damages recovered by an injured party have 
always been limited to his ‘actual damages’.” Connecticut Ry. 
mo. v. Palmer, 305 U.S. 493, 504, 59 S.Ct. 316, 323 (1939). 
“Wrong without damage or damage without wrong does not 
constitute a cause of private action * * *.” Clark Oil Co. v. 
Phillips Petroleum Co., 148 F.2d 580, 582 (C.C.A. 8, 1945), cert. 
Men, 326 U.S. 734. 


2. APPELLANTS HAVE NO UNJUST ENRICHMENT CLAIM. 

Nothing in the law of unjust enrichment suggests that appel- 
lants have a claim. The failure of the reorganization trustees to 
: pay additional taxes was not, in contemplation of law, an enrich- 
‘ment. Even if it were, the enrichment was not unjust to appellants 
and without proof of injustice to them appellants cannot recover. 


Finally, where, as here, the defendant is not a wrongdoer unjust 
enrichment recovery can never exceed the actual loss to the plain- 


_ this case, nothing. 


. (i) Appellees Were Not "Enriched." 


| If separate returns had been filed for the years in question, or 


14#The consolidated returns and the refund claim applied only a portion 
of the stock loss against income of the reorganization trustees. From the 
balance of the loss amounting to more than $42,000,000 (Ex. D. 40, 
D: 52A) appellants have not been able to derive any gain whatever— 
proof positive that no damage has been suffered. 


In J. D. and A. B. Spreckels Co. v. Commissioner, 41 B.T.A, 370° 
(1940), the taxpayer had acquired the stock of a subsidiary in order to 
ake advantage of a tax loss which the subsidiary was about to realize. 
The loss was taken and the taxpayer sought to claim the loss as a deduction 
i a consolidated return. It was held that since the acquisition of the stock 
jaad no business purpose the loss could not be allowed. 
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if there had been no reference in the consolidated returns to the 
Corporation’s loss, the trustees would have paid additional taxes. 
The difference would not have been $17,201,739.00 as appellants 


suggest and the District Court assumed, but some substantially | 


smaller figure, the exact amount of which is highly uncertain.” 


But whatever the proper calculation, a “saving” of taxes is not_ 


an “‘enrichment.”” Congress expects that the deductions provided 
for by the Revenue Acts will be taken. “The legal right of a tax- 
payer to decrease the amount of what otherwise would be his 
taxes, or altogether avoid them, by means which the law permits, 
cannot be doubted.” Gregory v. Helvering, 293 U.S. 465, 469, 55 
SIE t.n266, 267 (1935) .*? 


16Since there is no such thing as a “normal’’ tax (see footnote 23 in 


Part VI of Securities and Exchange Commission Release No, 53, Account- 
ing Series, November 16, 1945), the computation of any so-called “tax 


saving” requires a comparison between the tax actually paid and a hypo- — 
thetical tax which might have been paid. A calculation of the amount — 
of the alleged ‘tax saving’ here involved requires such a comparison — 
between the actual tax and’ a hypothetical tax which the reorganization © 


trustees would have paid if the Corporation’s stock loss had not been 
available as a deduction. The computation and amount of the hypo- 


thetical tax were debated at length at the trial, both orally and upon 
brief. Tax experts were called as witnesses by both sides (R. 911-955; 


1501-1576; and 1583-1585), and they disagreed by several millions of © 


dollars as to the proper computation. In fact, the appellants’ own expert 


presented three alternative and widely varying computations (Ex. P. 80, | 
R. 1825-1829). Among the questions to be decided in determining the 


hypothetical tax are the following: (a) Should the hypothetical tax be 
computed on consolidated or separate returns? (b) How should the loss 
carry-overs and unused excess profits credits of the reorganization trustees 
be treated? (c) Should intercompany interest accruals and other inter- 


company transactions be considered? (d) What effect should be given to _ 


the accelerated amortization deductions, the freight refunds and the gov- 
ernment’s pending freight reparation claims? (e) Should alternative tax 


saving methods be taken into account? (f) Should effect be given to the © 


partial worthlessness of the large debt owed to the reorganization trustees 
by Sacramento Northern Railway? Each of these is a difficult and com- 
plex problem which must be solved before the amount of the hypothetical 


tax can be properly computed. The ‘trial court concluded, however, that” 


the appellants were not entitled to any part of the tax saving and conse- 
quently the court had no occasion to determine its amount or to consider 
or decide any of the problems involved. 


17For a criticism by the Securities and Exchange Commission of the 
entire concept of a “tax saving” see Appendix B, p. 7. 
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(ii) Assuming An Enrichment, It Was Not Unjust to Appellonts. 

Even assuming that a lawful calculation of taxes could be 
called an “enrichment,” and assuming, further, that the benefit 
to the trustees was brought about by the Corporation, appellants 
still have no claim. “The mere fact that a person benefits another 
is not of itself sufficient to require the other to make restitution 
therefor.” (Restatement of Restitution, Sec. 1, p. 13.) “But, in 
order to establish unjust enrichment it is not enough merely 
to show one’s retention of the benefit. The retention must also 
be unjust.” Bailis v. R.F.C., 128 F.2d 857, 859 (C.C.A. 3, 1942). 
The instances in which a plaintiff has conferred a benefit on a 
defendant and failed to obtain judgment are legion.1® To succeed, 
a plaintiff must prove injustice to him. The doctrine is a doctrine 
of restitution. The plaintiff must show that something was taken 
from him and that there is some recognized basis—fraud, mis- 
take, duress, undue influence, illegality—for revoking the transfer. 

One consequence is that in every windfall situation, such as ap- 


18The cases include (a) cases where, as in this case, there has been a 

long course of dealing without payment, see Country Club District Service 
Co. v. Edina, 8 N.W.2d 321 (Minn. 1943), Wright v. Sheldon, 53 Atl. 
59 (R.I. 1902); (b) cases where, as in this case, there has been a mutual 
exchange of benefit, see Potter v. Carpenter, 76 N.Y. 157 (1879), Allen 
v. Bryson, 25 N.W. 820 (Iowa 1885), Gross v. Cadwell, 30 Pac. 1052 
(Wash. 1892); (c) cases where, as in this case, the enrichment of de- 
fendant cost plaintiff nothing, see Boston v. District of Columbia, 19 Ct. 
‘Cl. 31 (1883), Erickson v. Hochbrune, 91 Pac. 485 (Wash. 1907) ; and 
‘(d) cases in which services were performed or a benefit transferred under 
circumstances in which the defendant did not expect to pay even though 
the plaintiff expected to receive compensation, see Concord Coal Co. v. 
Ferrin, 51 Atl. 283 (N.H. 1901), Peters v. Adams, 190 N.Y.S. 220 (Cty. 
Ct. 1920), aff'd 188 N.Y.S. 945 (App. Div. 1921), Dusenka 1. Dusenka, 
21 N.W.2d 528 (Minn. 1946). 

If the claim in this case is in reality a claim for service by the Corpo- 
falion in assisting the trustees in protecting the railroad properties against. 
demands for taxes, no compensation may be required of appellees for the 
feason, among others, that in view of the past practice, in which no pay- 
ment was made for the use of losses, the trustees could not have expected 
to make any such payment. 
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pellants claim this to be, the defendant prevails. In Straube v. . 
Bowling Green Gas Co., 227 S.W.2d 666 (Mo. 1950), plaintiffs _ 


paid for gas at rates based upon charges made to the gas com- 
pany by its suppliers. During litigation over the validity of an 
order reducing the rates of the supplier the difference between 
the new and the old rates was impounded and later paid to the 
gas company. Plaintiffs’ unjust enrichment argument failed. “Since 
the facts alleged show no ‘unjust privation’ of appellants and no 
legal or equitable rights in appellants as to either fund, there 


se cai S, aiis! 


could be no ‘unjust enrichment’ of respondent at the expense and ~ 
loss of appellants.” (227 S.W.2d 671). In Houck v. Hubbard : 
Milling Co., 167 N.W. 1038 (Minn. 1918), the defendant re- : 


ceived refunds resulting from revision of freight rates. Plaintiff, 
who had made sales to defendant on the assumption the existing 
rates were to apply, attempted to claim the refunds. “The re- 
funds amount to a find for the defendant. * * * No legal equity 
puts a right of recovery in the plaintiff.” (167 N.W. 1039.) In 


_ 


Consolidated Cut Stone Co. v. Seidenbach, 114 P.2d 480 (Okla. : 


1941), subcontractors gave the owner certain credits on account 
of defaults of the general contractor. A surety later compensated 
the owner for the same defaults. The subcontractors, arguing 
unjust enrichment, attempted without success to obtain judgment 


in the amount of the credits. “Unless these appellants had rights . 


existing prior to or at the time payment was made * * * which 
were violated or altered by the payment, the mere fact of excess 
payment can give them no right.” (114 P.2d 484.) In Greek 
Catholic Congregation of Borough of Olyphant v. Plummer, et al., 
32 A.2d 299 (Pa. 1943), plaintiffs failed to recover from defend- 
ant royalties which defendants had received on coal which be- 
longed to plaintiffs. “In every case of ‘unjust enrichment’ the 
courts have been able to point out some wrong done by the party 
enriched. By ‘wrong’ is meant, of course, the violation of another's 
legal right.” (32 A.2d 300.) In Rasso v. Hosmer, Inc. 44 N.E.24 
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641 (Mass. 1942), Hosmer was paid by Massachusetts for work 
he had illegally contracted to Russo who sought relief in quantum 
meruit. Russo’s claim was denied. “He [Russo] was not damaged 
nor affected by the failure to observe the provisions in Hosmer’s 
contract with the Commonwealth governing the subletting of the 
work.” (44 N.E.2d 644) In Vanderbilt University v. Williams, 
280 S.W. 689 (Tenn. 1926) defendant received rent for land 
over which he and plaintiff had identical easements which en- 
titled neither.to rent payments. Plaintiff's claim for half of the 
rent was denied: “Equity may not be invoked to supply a remedy 
until a right, legal or equitable, exists.” (280 S.W. 692.) 

Thus the cases make it clear that a windfall to appellees vests 
no claim in appellants unless appellants can demonstrate injus- 
tice to them by an invasion of rights which the law recognizes. 
The tights of appellants have not been invaded. They cannot 
recover. 


(iii) Appellants’ Unjust Enrichment Recovery Could Not in Any Event Exceed 
the Actual Loss to Them. 

The law of unjust enrichment recognizes three situations: (a) 
that in which the defendant is free from fault; (b) that in which 
ithe conduct of defendant is tortious; and (c) that in which the 
‘defendant is a conscious wrongdoer. If the defendant is free from 
fault, the judgment, assuming a case is made out, is limited to 
‘the loss to the plaintiff or the benefit to defendant, whichever is 
lower. “If the {defendant} was no more at fault than the claim- 
ant, he is not required to pay for losses in excess of benefits re- 
a by him and he is permitted to retain gains which result 
from his dealing with the property.” (Restatement of Restitution, 
p. 596 and see the illustrations, pp. 356 and 618.) 

The cases agree. A surety, for example, who pays an obliga- 
tion of his principal at a cost to the surety less than the obliga- 
tion discharged can recover only his outlay. If, for instance, he 


30 
pays the principal’s debt in depreciated currency, he recovers 
only the cost of the currency to him.” 

If, therefore, appellants’ case rests upon unjust enrichment, 
appellants can at most demand no more than a nominal judg- 
ment. Plainly there was nothing wrongful in the handling of 
the tax transaction. The Internal Revenue Code provides for 
consolidated returns; the stock loss deduction is within the plain 
language of Section 23(g) (4); liabilities within the group were 
determined in accordance with the formula universally recom- 
mended and which the parties had followed for twenty years. 
Taxpayers who follow twenty years of past practice and the unan- 
imous precedents are not conscious wrongdoers or tort feasors. | 
Unjust enrichment recovery could not, therefore, exceed in any | 
event the gain to appellees or the loss to appellants, whichever | 
is lower. Appellants suffered no loss; they can have no judgment. 


3. APPELLANTS HAVE NO CLAIM ARISING FROM FIDUCIARY OBLIGA- 
TIONS. 


Appellants attempt to support their position by contending — 
that fiduciary obligations were operating in favor of the Corpo- 
ration in connection with the tax transactions. The argument is 
unsound. In those transactions the Corporation was itself charged 
with fiduciary duties and its position was in no respect that of a 
cestui que trust. 


(i) The Corporation Was Charged with Fiduciary Obligations. 
The taxes under discussion are taxes for a period in the trustee- 
ship prior to May 1, 1944, a period when the Corporation was 


19See, for example, Bonney v. Seely, 2 Wend. 481 (N.Y. 1829): © 
“If the plaintiff had paid the defendants’ debt by paying half the amount, 
can he recover the whole from the defendants? J think not. He is entitled 
to recover the amount paid, not the amount extinguished by that payment.” 
See also Kendrick v. Forney, 22 Gratt. 748 (Va. 1872) ; Butler v. Butler's 
Administrator, 8 W. Va. 674 (1873) ; Succession of Dinkgrave, 31 La. — 
Ann. 703 (1879); Hall v. Creswell, 12 Gill & Johnson 26 (Md. 1841). 
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the sole stockholder of the old company. As parent, the Corpo- 
ration had fiductary responsibilities to its subsidiary and particu- 
larly to the subsidiary’s creditors, the present stockholders of ap- 
pellees. “A holding company * * * has fiduciary duties to security 
holders of its system which will be strictly enforced.” Covnsoli- 
dated Rock Products Co. v. DuBois, 312 U.S. 510, 522, 61 S.Ct. 
675, 683 (1941). “* * * Inland, by reason of its entire owner- 
ship and control of Michigan, occupied a fiduciary position re- 
quiring scrupulous observance of its obligations to safeguard and 
preserve the interest of Inland bonds, and owed to its bond- 
holders, a duty not to impair the value of the Michigan stock.” 
In re Commonwealth Light & Power Co., 141 F.2d 734, 736 
(C.C.A. 7, 1944). See, also, Comstock v. Group of Institutional 
Investors, 335 U.S. 211, 68 S.Ct. 1454 (1948). The fact that 
the returns were physically filed after the Corporation surrendered 
its stock does not affect the Corporation’s obligations. The re- 
turns related to the period of affiliation and the obligations of 
the parties with respect to them were therefore the obligations 
of the affiliation period. The obligations of a fiduciary upon 
termination of the relationship continue unimpaired with respect 
(to all past transactions and the incidents of winding up. The rule 
applies to all fiduciary relationships: partnerships, agencies, 
trusts and corporate affairs.*° The Corporation had, therefore, 


20To Partnerships: “On dissolution the partnership is not terminated, 
but continues until the winding up of partnership affairs is completed.” 
Uniform Partnership Act, 7 U.L.A. Sec. 30; Cal. Corp. Code Sec. 15030. 

To Agencies: ‘The duty of an attorney to be true to his client, or of an 
agent to be faithful to his principal, does not cease when the employment 
fends, and it cannot be renounced at will by the termination of the relation. 
It'is as sacred and inviolable after as before the expiration of its term.” 
Brice v. Comstock, 121 Fed. 620, 625 (C.C.A. 8, 1903). 

To Trusts: ““When the time for termination of the trust has arrived, the - 
duties and powers of the trustee do not immediately cease, but until the 
trust is actually wound up, he has such duties and powers as are appropriate 
for the winding up of the trust.” 3 Scott on Trusts (1939) Sec. 344. 

To Corporations: “* * * by statute in most jurisdictions it is now pro- 
\vided that upon the dissolution of any corporation in any manner, or upon 
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fiduciary obligations with respect to the tax transactions which 
were entirely unaffected by the date the returns happened to be 
filed. Those fiduciary duties required that the Corporation co- 
operate in minimizing taxes for the benefit of the unpaid cred- 
itors of the old company, the present stockholders of appellees. 
As fiduciary, the Corporation was not entitled to prefer its own 
interest over the interest of those unpaid creditors by demanding 
a ‘tax saving’ payment of $17,000,000.00 on account of an entry 
in the tax returns which cost the Corporation nothing. The fidu- 
ciary obligations which the law recognizes for the circumstances 
of this case do not support the claim of appellants; they support 
the judgment below. 


(ii) The Position of the Corporation Was Not That of a Cestui Que Trust. 
Appellants seek to reverse the fiduciary obligations imposed by 
law and place the Corporation in the position of a cestui que 
trust by an attack upon the Corporation personnel who handled 
the tax transactions. The fact is, however, that the officers and 
directors of the Corporation were both competent and informed. 
The directors included Mr. Schumacher, ‘‘a very experienced rail- 
road man” (R. 1231) characterized by counsel for appellants as 
a man “‘of great ability and great honesty of character” (R. 993); 
Mr. Wood, a man thoroughly experienced in large financial affairs 


j 


(R. 1122-23) and who had special experience in reorganization . 


matters (R. 1123); two well qualified New York lawyers, Mr. 7 


Osborn and Mr. Campbell, each of whom are of counsel for the 
Corporation in this case; and Mr. Curry, president of the Corpora- 
tion, described by the court below as “a perfectly competent man, 
intelligent, and probably a pretty good railroad man” (R. 785). 
As lawyers the Corporation had, for the reorganization proceed- 
ing, Judge Sloss of San Francisco, whose competence and integrity 
the expiration of its period of corporate existence, the directors at the time 


of the dissolution shall be the trustees of the creditors and stockholders of 
the corporation * * *.” 16 Fletcher, Corporations (Perm. Ed.) Sec. 8174. 


: 


. 


J 
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are beyond question (R. 1600-03), and as general counsel, Pierce 
& Greer, counsel in this case, who for thirty years have repre- 
sented large railroad organizations (R. 1030) who were actively 
prosecuting various claims on behalf of the Corporation during 
the period in question, including another suit against these appel- 
lees (R. 1048-52) and whose senior partner, Mr. Nicodemus, 
was sufficiently experienced in tax matters to be chairman in 1943 
of a special tax committee organized by the railroads (R. 1034- 
35). As an unimpeachable source of information the Corporation 
had the fact that the tax returns were prepared in its office (R. 
829-30, 844-46, 1258-59, 1414) as long as the office was open (R. 
891, 1287) and signed and filed by its president (R. 663-66, 831, 
837). The Corporation had, in addition, Mr. Polk’s oral report 
on tax affairs to Mr. Curry and Mr. Nicodemus on May 18, 1943 
(R. 839, 1079-80), Mr. Polk’s letter of May 20, 1943 (ExeP. 80, 
_R. 1757) reviewing the tax situation, the annual reports of the 
trustees which discussed tax problems (Exs. 20-B, 20-C, R. 511- 
: 14, 1279) and the hearing held by the reorganization court review- 
ing the tax situation and establishing a tax reserve (R. 1991, 703, 
1085). Mr. Curry, Corporation president, who had handled tax 
| matters for the Western Pacific group for many years (R. 841-45) 


*1The petition of the trustees for an order to establish a reserve fund 
of $7,100,000 for contingent tax liabilities was filed on February 21, 1944 
mex, P. 58, R. 1772). Judge St. Sure, by an order dated February 21, 

1944, set March 3, 1944, as the date for a hearing on the petition and 
special required the trustees to give notice to and send a copy of the 
| petition and the order setting the date of the hearing to the Corporation 
(Ex. D. 28, R. 1991). On March 3, 1944, a hearing on the petition was 


held during which Mr. Elsey testified substantially as indicated by Ex. 
D. 34 (R. 2023): that under consolidated returns the plaintiff's loss would 
Offset trustee income, but that until the returns were accepted by the 
Bureau of Internal Revenue there was a possibility of litigation resulting 
in a substantial tax liability, and thus that the trustees deemed it prudent 
to establish a reserve for contingent tax liability in the amount indicated 
| (R. 1271-74). By its order of March 3, 1944, the bankruptcy court author- 
ized the trustees to establish the fund (Ex. D. 12, R. 1895). In con- 
nection with 1944 taxes the reserve was later increased to a total of 
| $10,100,000 (Exs. P. 20C, P. 20D, R. 515-16). 
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and who appreciated the difference between consolidated and 
separate returns (Ex. D. 56, R. 2087-90), thoroughly understood 
the tax situation and wrote to Mr. Nicodemus explaining it (Ex. 
In. 5, R. 2125); Mr. Schumacher was familiar with the tax trans- 
actions throughout (R. 876-77); Mr. Osborn, another director, 
knew that consolidated returns were being filed (R. 1019) and 
that they conferred substantial benefits on the trustees (R. 1020- 
22); Mr. Wood had no doubt that consolidated returns would be 
filed (R. 1132-3). The possibility of a “tax saving’ claim for the 
Corporation occurred to Mr. Nicodemus, Corporation counsel, 
and he discussed it with three prominent tax lawyers, Thomas 
Tarleau, who had recently been legislative counsel for the Treas- 
ury (R. 1059), Leslie Rapp, formerly minority clerk of the House 
Ways and Means Committee (R. 1059-60) and Claude Dudley, 
who was associated with Mr. Nicodemus in his efforts to obtain 
favorable tax legislation from Congress (R. 1063). Mr. Dudley, 
like Mr. Polk (R. 1433), Mr. Elsey (R. 1285), Mr. Ehrman (R. 
1240-42) and the prominent tax specialists who offered to testify — 
on the call of appellees (R. 1586-95),°° had never heard of any 
such claim (R. 1063). Mr. Tarleau and Mr. Rapp said the idea ; 
had no merit (R. 1062-63). Although the Corporation had no 
financial interest in the tax negotiations since it would pay no ~ 
taxes in any event (Ex. D. 46, R. 2040), it had, nevertheless, 
control over the tax transactions. The returns could not be filed 
except as they were signed and filed by the Corporation (Treas. - 
Regs. 104, Sec. 23.16). The trustees, who had the financial inter- | 
est, hired and paid tax counsel (Ex. D. 39-E, R. 1746, 1233), but 
Mr. Polk gave only advice (R. 1403, 1414, 1415, 1417) ; he did 
not make decisions. The final decisions were necessarily made 
by the Corporation when it filed the returns. In the tax trans- 


22This testimony was excluded as unnecessary and irrelevant (R. 1593) 
and appellants objected successfully when Mr. Coulson was asked whether 
he had ever heard of any such claim (R. 1498-1500). 
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actions the Corporation suffered no abuse; its personnel were com- 
petent and informed; its decisions were deliberate and supported 
by twenty years of past practice. 

Incompetence on the part of Corporation personnel would not 
in any event either relieve the Corporation of its fiduciary duties 
or impose fiduciary duties on others in the Corporation’s favor. A 
fiduciary cannot avoid his responsibilities by lack of capacity. Nor 
can he, by complaining of his disability, impose those responsibili- 
ties on others. The Corporation as holding company and as a 
member of the group had fiduciary duties in the tax transactions. 
Those duties bound the Corporation whoever its officers and direc- 
tors might be. They were binding, moreover, on anyone who took 
charge of or participated in the tax transactions. Even if it were 
the fact, which it is not, that the trustees or their lawyers took 
charge of tax matters the consequence would be only that the 
trustees and their lawyers, to the extent they acted for the Corpo- 
ration, would be obligated to honor the fiduciary duties of the 
Corporation. 

Those fiduciary duties, moreover, are not defined, as appellants 
seem to believe, by the rules which apply to formal trusts. Fidu- 
ciary obligations in connection with corporate affairs are those 
which are appropriate for that purpose. They are not those 
which relate to express trusts. Manufacturers Trust Co. v. Becker, 
338 U.S. 304, 311, 70 S.Ct. 127, 132 (1949) .*8 As far as consoli- 
dated returns are concerned they are best defined by the past 
Practice of the group and all the precedents, all of which are 
in accordance with what was done and opposed to what appel- 
lants claim should have been done. 


*3Compare Securities and Exchange Commission v. Chenery Corp., 318 
US. 80, 85, 63 S.Ct. 454, 458 (1943): “But to say that a man is a- 
fiduciary only begins analysis; it gives direction to further inquiry. To 
whom is he a fiduciary? What obligations does he owe as a fiduciary? 
In what respect has he failed to discharge these obligations? And what 
are the consequences of his deviation from duty?” 
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Nothing which occurred in connection with taxes relieved the 
Corporation of its normal fiduciary duties to its subsidiaries and 
their creditors. Nothing imposed fiduciary duties on those sub- 
sidiaries in favor of the Corporation. The position of the Corpo- 
ration was in no sense the position of a cestui que trust. There 
was no trust, no trust res, and no trust obligation running to 
the Corporation. A discussion of fiduciary duties in this case 
serves only to support the judgment below. The decisions of the 
Supreme Court make it clear that a fiduciary obligation ran from 
the Corporation to the unpaid creditors of its subsidiary. The de- 
cision below refusing to permit the Corporation to prefer its 
interest over the interest of those creditors is in accordance with 
that obligation. 


4. APPELLANTS HAVE NO CLAIM ON ACCOUNT OF DUALITY. 

The intervener appellants emphasize that the Corporation | 
officers who handled the tax transaction were also employed by | 
the old company and by the trustees. This duality is of no as- 
sistance to appellants. The doctrine even in a general sense has 
no application here; duality in any event is not a wrong and of . 
itself it creates no rights; and, finally, nothing which was done | 
was in fact unfair to appellants. 


(i) The Duality Doctrine Has No Application Here. 

First. The Corporation cannot complain of a duality which 
it created for its own purposes. The dual employment of West- 
ern Pacific personnel came about at the direction of the Corpora- 
tion (this brief p. 3); the trustees assumed the expense of the | 
joint New York office at the Corporation’s specific request (this 
brief p. 6). The Corporation cannot now complain. “* * * 
when appealing to a court of equity for the enforcement of his 
rights against others the plaintiff should not himself be respon- 
sible for the condition of which he complains.” Myers v. Louisiana 


oy 
EeA, Ry. Co., 7 F. Supp. 97, 99: (W.D. La. 1934); Rosaly v. 
Gonzales, 106 F.2d 169, 172 (C.C.A. 1, 1939). 

Second. Duality between the Corporation and the officers of 
the reorganization court is of no significance. The pay from the 
reorganization trustees did not impose an obligation on the offi- 
cers of the Corporation inconsistent with their obligations to 
their company. The trustees had no personal interest in the re- 
organization. Iz re Ducker, 134 Fed. 43 (C.C.A. 6, 1905). Their 
only purpose was to see that all approved claims were paid. There 
was, therefore, none of the conflict of interest upon which the 
duality rule depends. ‘Here we are dealing with officers of the 
court and directors appointed by them, men of standing, ability 
and integrity. There is here no room for any reaction of prejudice 
Or bias, conscious or otherwise, to the frailties of human nature 
ms *° |. C. F. Holdmg Corp. v. General Gas & Electric Corp., 
46 N.Y. S.2d 605 (1943). Moreover, the Bankruptcy Rules them- 
selves demonstrate that duality in connection with a reorganiza- 
tion proceeding is not a significant circumstance. General Order 
44 contains a special provision authorizing the court in a rail- 
Mead reorganization proceeding to employ attorneys associated 
with the debtor. Duality does not affect the course or finality of 
'a reorganization proceeding. Duryee v. Erie R. Co., 175 F.2d 58 
| (C.A. 6, 1949) cert. den. 338 U.S. 861. | 

Third. The duality cases do not criticize a transaction con- 
ducted in accordance with what prudent and independent persons 
would have done under the circumstances Hellier v. Baush Ma- 
chine Tool Co., 21 F.2d 705, 707 (C.C.A. 1, 1927) ; International 
Radio Telegraph Co. v. Atlantic Communication Co., 290 Fed. 
1698, 702 (C.C.A. 2, 1923) without benefit of hindsight Blaw- 
stein v. Pan American Petroleum & Transport Co., 56 N.E.2d— 
705, 715 (N.Y. 1944); Crawford v. Mexican Petroleum Co. of 
|Delaware, 130 F2d 359, 362 (C.C.A. 2, 1942). The tase teams 
action was handled in strict accordance with twenty years of past 


| 
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practice of the group, with the general practice of the business 
community and with all the relevant precedents. Presumably, 
therefore, any prudent person would have done precisely what 
was done. The courts will not interfere. Hellier v. Baush Machine 
Tool Co., supra; International Radio Telegraph Co. v. Atlantic 
Communication Co., supra. 

Fourth. Appellants have failed to make a case under the 
duality doctrine itself. Thus far appellants have no suggestion 
as to what ‘“‘fairness’’ requires. In the cases upon which appel- 
lants rely the courts were not thus left without assistance. There 
was in the record evidence of market value Geddes v. Anaconda 
Copper Mining Co., 254 U.S. 590, 600-02, 41 S.Ct. 209, 213 . 
(1921); De Lamar Mines of Montana v. Mackay, 104 F.2d 271, 
275 (C.C.A. 9, 1939) or some other established guide to fairness 
Espach v. Nassau & Suffolk Lighting Co., 31 N.Y.S: 2d 259, 264- 
5 (1941), aff'd sub nom. Chelrob v. Barrett, 57 N.E.2d 825 
(N.Y. 1944) to which .the court could turn. Appellants offer 
nothing. All the past practice and all the precedents are contrary : 
to their position. | 

Fifth. Duality as such proves nothing. It creates no rights. ' 
Its existence does not constitute a wrong. Appellants, having as- 
serted duality, have yet to prove their claim. “It is not mere _ 
existence of an opportunity to do wrong that brings the rule ' 
into play; it is the unconscionable use of the opportunity * * *.” | 
Comstock v. Group of Institutional Investors, 335 U.S. 211, 
229, 68 S.Ct. 1454, 1463 (1948) ; Leavenworth County Commus- 
sioners v. Chicago, Rock Island & Pacific Ry. Co., 134 US. 688, 
705, 10 S.Ct. 708, 714 (1890) ; Skelly v. Dockweiler, 75 F. Supp. | 
11, 14 (S.D. Cal. 1947) ; Everett v. Phillips, 288 N.Y. 227, 23m 
43 N.E.2d 18, 22 (1942). Appellants do not prove a claim by 
an appeal to a general doctrine of “fairness’’ unsupported by evi 
dence as to what ‘‘fairness’’ requires. 
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(ii) Appellants Have No Claim Based on a Hypothetical Bargain. 

Interveners argue in effect that this Court should make a 
retrospective bargain between the reorganization trustees and the 
Corporation and enforce it against appellees (In. Br. p. 49). This 
asks the impossible. 

First. This Court has no power to exercise bankruptcy juris- 
diction to make a bargain for appellants. The reorganization 
trustees are not parties to this proceeding and cannot be made 
parties. The Court can hardly bargain for them in their absence. 
Moreover, jurisdiction over those trustees is vested not in this 
Court but in the bankruptcy court and the jurisdiction is exclusive. 
U.S. Fidelity & Guaranty Co. v. Bray, 225 U.S. 205, 217, 32 S.Ct. 
B20, 625 (1912); Isaacs v. Hobbs Tie & T. Co., 282 US, 734, 
739, 51 S.Ct. 270, 272 (1931). 

Second. The bargain which the interveners demand would 
have destroyed the tax saving. Under the Internal Revenue Code 
a loss on the worthlessness of stock is a tax deduction only if the 

| stock is completely worthless.** If a stock otherwise worthless has 
any element of value attached to it, worthlessness is not estab- 
lished and the loss cannot be taken either in whole or in part.” 

The Corporation’s position in the tax transaction resulted solely 
from the fact that it owned the stock of the old company. Any 


| 24Treas. Reg. 111, Sec. 29.23(e)-4 (I.R.C.). 5 Mertens, Law of Fed- 
eral Income Taxation (1942) pp. 256-57. 


251.T. 3252 [1939—I Cum. Bull. 182] is the Treasury’s response to a 
jrequest for advice on this situation. In 1936, A agreed to buy from the M 
Company certain stock of the O Company. In 1937, A paid a portion of 
the purchase price. In that year the stock definitely became worthless. A, 
jhowever, was obligated to complete payment for the stock. The question 
was whether the M Company could deduct for tax purposes its loss on 

account of the worthlessness of the stock. The answer was no: “It is fur- 

ther held that inasmuch as the M Company holds A’s contractual obligation - 
ito pay to it the sum of 5x Dollars for the stock (being the cost of such 

stock to the M Company), these particular shares of stock are not worthless 
jin its hands and, therefore, it is not entitled, for Federal income tax pur- 

)poses, to deduct from its gross income for the year 1937 any part of its 
investment in such shares of stock.” 
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payment made to the Corporation or any agreement for such pay- 
ment would itself demonstrate that the stock had an element of 
value, an element of value measured precisely by the payment. 
The stock would not, therefore, be totally worthless and the 
deduction could not be taken. Thus the bargain which interveners 
say should have been made could not in fact have been made 
without destroying the “‘tax saving” upon which appellants rely 
for judgment. 

Third. The reorganization court would have required the Cor- 
poration to sign the returns without a “‘tax saving” payment. The 
reorganization court had power to compel the Corporation to sign 
the returns, had it proved recalcitrant.*° A bankruptcy court has 


the powers of a court of equity. S. E. C. v. United States Realty 


Co., 310 U.S. 434, 455, 60 S.Ct. 1044, 1053 (1940). As such, it 
has full power in a reorganization proceeding to protect the assets 


of the estate. “The jurisdiction of the bankruptcy court in Chapter 


X proceedings to protect, and preserve the property of the bank-— 


26The interveners appear to have dropped the argument that the Corpo- 


ration is entitled to judgment because it could have levied tribute by refus- | 


ing to sign the returns. They are well advised. A reorganization court pays 
nothing for nuisance value. ‘In these proceedings there is no occasion for 
the court to yield to such pressures.” Case v. Los Angeles Lumber Co., 


308 U.S. 106, 129, 60 S.Ct. 1, 14 (1939). Moreover, if appellants had | 


exacted a price for a signature to the consolidated returns they would 
have been forced to return the tribute thus collected. It is not common 
practice to require payment for the service of signing a paper and the 


cases are not numerous. They agree, however, in requiring repayment of | 


the price exacted. See Kelley v. Caplice, 23 Kan. 337 (1880), aff'd on 


rehearing, 27 Kan. 359 (1882); Guetzkow Bros. Co. v. Breese, 72 N.W. | 


45 (Wis. 1897); Lain v. Rennert, 32 N.E.2d 375 (Ill. App. 1941); 
Oswald v. El] Centro, 211 Cal. 45, 292 Pac. 1073 (1930); American 
Bank & Trust Co. v. Federal Reserve Bank, 256 U.S. 350, 41 S.Ct 


499 (1921); Rees v. Schmits, 164 Ill. App. 250 (1911). The contention, © 


moreover, that a hard bargain should have been made with the trustees has 
no merit in an equity court. ‘““The complaint that its board of directors did 
not drive a harder bargain, or the hardest bargain, that it might have driven 
should have no appeal to a court of equity. On the contrary, courts of 
equity often proceed upon a contrary and opposite theory.” Atwater v. 
Wheelmec L. E. Ry. Co., 56 F.2d 720, 724°(C Caameni oa). 


f; 


Tupt estate was not in question and could not be questioned.” 
Duda v. Sterling Mfg. Co., 178 F.2d 428, 434 (C.A. 8, 1949). 
In the exercise of that jurisdiction the reorganization court would 
have compelled the Corporation, a party to the reorganization 
proceeding,” to join in the returns and thus to conserve the assets 
of the bankruptcy estate. As sole stockholder of the old company, 
the Corporation had general fiduciary duties to its subsidiaries, 
particularly in the interest of the latter’s creditors (Consolidated 
hock Products Co. v. DuBois, 312 U.S. 510, 522, 61 S.Ct. 675, 
683 (1941)) and special duties arising out of the bankruptcy 
proceeding to conserve the assets for the benefit of creditors.”8 
Under such circumstances the reorganization court would never 
have allowed the Corporation to deplete these assets by demand- 
ing payment for signing a paper. 


(iii) There Has Been No Unfairness to Appellants. 

The duality doctrine, even if it has application here, goes no 
further than to say that the tax transaction should be fairly con- 
ducted. By every available standard there has been no unfairness 


27Callaway v. Benton, 336 U.S. 132, 69 S.Ct. 435 (1949), upon which 
appellants rely, involved the power of the reorganization court over a 
stranger to the proceeding. 


*8Compare 3 Collier on Bankruptcy (14th ed.) Par. 62.30, p. 1573: 
“Among [the duties of the bankrupt} is the duty to preserve the estate for 
the benefit of the creditors and to do whatever is needed to protect the assets 
‘from deterioration until, either a custodian or a receiver or the trustee has 
taken charge of them. This duty is not specifically mentioned in the statute, 
but has been recognized by the courts.’ See also Iv re Hines, 69 F.2d 52 
(CCA. 2, 1934); Sellers v. Bell, 94 Fed. 801, 809 (C.C.A. 5, 1899) ; In 
ire Beck, 92 Fed. 889, 891 (S.D. Iowa 1899); In re Connecticut Co., 95 
|F.2d 311, 315 (C.C.A. 2, 1938) cert. den. 304 U.S. 571. The obligations 
jof the debtor are binding upon the stockholders of the debtor. Sec. 77(1) 
‘provides in part: ‘In proceedings under this section * * * the duties * * * 
jof all persons with respect to the debtor and its property, shall be the same - 

as if a voluntary petition for adjudication had been filed * * *.” And Sec. 
} 7b of the Act provides in part: “Where the bankrupt is a corporation, * * * 
its stockholders or members, or such of them as may be designated by the 

sourt, shall perform the duties imposed upon the bankrupt by this Act.” 
: bee, e.g., Goldie v. Cox, 130 F.2d 695 (C.C.A. 8, 1942); In re Songood 
ne Gc, 32 F Supp. 121 (E.D. N.Y. 1940). 
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to appellants. What was done was in strict accordance with the 
past practice of the Western Pacific group, with the generally 
accepted business practice and with the uniform conclusion of the 
Securities and Exchange Commission, the Treasury Department, 
the Federal Trade Commission and all persons who have con- 
sidered the problem. What better test could there be of “fair- 
ness’? 

Indeed, if ‘‘fairness” is the test, it is appellants who must fail. 
There is no ‘‘fairness” in the effort of the Corporation to repudiate 
for its selfish purposes the established practice of the group; nor 
in the demand of the Corporation for a payment from a trans- 
action in which it was neither wronged nor damaged; nor in the 
attempt of the Corporation to substitute itself as tax collector; 
nor in the effort of the Corporation to deprive the group of the 
benefit of a tax deduction allowed by Congress; nor in permitting 
the Corporation to recover a $17,000,000 judgment against a re- 
organized company owned by the unpaid creditors of its sub- 
sidiary (and their successors in interest) to whom the Corpora- 
tion owed fiduciary obligations; nor in allowing the Corporation, 
a party to the reorganization proceeding, to repudiate that pro- 
ceeding retroactively and assert a claim relating to the reorgant- 
zation period which was never presented to the reorganization 
court and which, if allowed, would frustrate the purpose of the 
reorganization; nor in permitting the Corporation to undermine 
the financial position of the reorganized company on the basis of 
an afterthought claim presented too late and in the wrong forum. 
‘Fairness’ in this case is with the judgment below. 


5. APPELLANTS’ AUTHORITIES. 

The case on which appellants chiefly rely, Commercial Nationar 
Bank in Shreveport v. Connolly, 176 F.2d 1004 (C.A. 5, 1949) | 
demonstrates the distance by which they fail to support theif 


claim. 
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The Old Bank, virtually insolvent, conveyed all its assets to the 
New Bank, which assumed the Old Bank’s liabilities to creditors. 
The contract between the Banks (which proved highly profitable 
to the New Bank) authorized the New Bank to administer Old 
Bank assets and collect from them an amount sufficient to indem- 
nify it for the liabilities assumed. The remaining assets were to 
be reconveyed to the Old Bank or liquidated for the Old Bank’s 
account. The litigation was a suit by the Old Bank for an account- 

ing. 
The assets conveyed to the New Bank included certain parcels 
of real property. The Louisiana statute taxing the capital stock of 
| banks provided that the assessed value of the stock might be re- 
| duced by the assessed value of all real property owned by the 
bank. The New Bank reduced the tax on its capital stock by the 
value of the Old Bank’s real property. The court held, after a 


prior appeal*® and over dissent, that in the accounting the Old 

Bank was entitled to a credit for the tax advantage which came 

/ to the New Bank from holding that part of the property which 

was transferred in pledge rather than by an outright conveyance. 

The basis of decision was the relation between the parties estab- 

) lished by the express agreement of liquidation and pledge. The 
_ court said: 

| “We are of the opinion, from a construction of the entire 

contract and the purpose and intent of the parties, that Class 

| C assets were merely pledged—subject to the right of substi- 

; tution aforementioned—as indemnity or security to the New 

Bank against loss_in the assumption of the liabilities and in 

payment of expenses, costs, and charges. In such a situation 

the law of Louisiana seems to be that a relation of trust 

exists between the New Bank and the Old in reference to 

said C assets so pledged, and that the New Bank, as such. 


Commercial National Bank in Shreveport v. Parsons, 144 F.2d 231 
(C.C.A. 5, 1944), rehearing denied, 145 F.2d 191 (1944), cert. den. 323 
US. 796, 65 S.Ct. 440 (1945). Opinions of the trial court are reported at 
28 F, Supp. 927, 44 F. Supp. 5, 64 F. Supp. 888, and 72 F. Supp. 961. 
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pledgee or trustee, should use the fruits of the pledge only 
for the benefit of the pledgor or cestui que trust unless the 
contract or pledge otherwise provides. Hence it follows that 
such increments, fruits, or profits as derived from Class’ C 
real estate savings made in the capital stock taxes of the New 
Bank should have been credited to the Class C Assets Ac- 
count.” (176 F.2d 1008) 


This case has nothing in common with the Shreveport case. The 
reorganization trustees received no assets from the Corporation in 
pledge or for purposes of liquidation; they had no express liqui-_ 
dating agreement with the Corporation; they held no trust estate - 
with a duty to account to the Corporation for the proceeds of - 
the trust. 

A case more closely in point is Hopkins v. Detrick, 97 A.C.A. 
55, 217 P.2d 78 (1950) in which a husband claimed a portion of 
tax refunds payable to the wife on the theory, apparently, that by ; 
joining in community property returns he “saved” taxes for the , 
wife. The claim was rejected. See also Cooper v. Central Alloy 
Steel Corporation, 43 Ohio App. 455, 183 N.E. 439, 444 (1931), 
in which a stockholder’s complaint about a ‘‘tax saving” arising / 
from a merger was rejected because the complainants “were not. 
interested or concerned” since they were “deprived * * * of 
not one penny.” 

The cases cited by appellants which deal with consolidated re- 
turns are either plainly irrelevant (see Woolford Realty Co. 0. 
Rose, 286 U.S. 319, 52 S.Ct. 568 (1932), holding that losses suf 
fered by a subsidiary in years prior to affiliation cannot be de- 
ducted in a consolidated return and Duke Power Co. v. Commis- 
sioner, 44 F.2d 543 (C.C.A. 4, 1930), holding that a return filed ” 
by subsidiaries in which the parent did not join was not accept: 
able), or they support the traditional formula for intragroup set- 
tlements without “tax saving” payments. For instance, in He/ver- 
ing v. Morgan’s, Inc., 293 U.S. 121, 55 S.Ct. 60 (1934), the court) 
recognized the propriety of the early statutory formula appor- 


i 
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tioning the consolidated tax in accordance with net taxable in- 
comes of the group members. No tax saving payment was made 
or suggested. In Koppers Co., 8 T.C. 886 (1947), 11 T.C. 894 
(1948) the intragroup settlement was again according to the 


: 
: 


‘saving payments were required—and this even though in the Kop- 


established formula and again there was no intimation that tax 


pers situation there was no “economic unity” within the group. 
See Moody’s Industrial Manual 1941, p. 2598. Bankers Trust 
Co. v. Florida East Coast Car Ferry Co., 92 F.2d 450 (CC Ago: 
11937), is no different. Certain subsidiaries there agreed that a 
cash refund owing to them for overpayment of taxes should be 
| pplied to pay the tax deficiency of another group member. The 
a recognized that this use of the refund otherwise payable 
in cash created a right in the contributing subsidiaries to a com- 
= payment from the subsidiary whose taxes had been 
thus paid. Here the Corporation made no tax payment to the 
Government (R. 1306-07) and it was entitled to no refund. All 
io which were paid were paid by the trustees (R. 824, 826, 
1306-07). In the unreported decision In re Missouri Pacific Razl- 
oad Co., Docket No. 6935 (E.D. Mo. 1947) a subsidiary by join- 
ng in the consolidated returns was faced with an actual cash loss 
“increased taxes. The group paid the subsidiary not the amount 
xy which the loss benefited the group but rather the amount of 
‘actual damage to the subsidiary from the returns. The Corpora- 
lion in this case had no actual damage and on the theory of this 
Hecision it has no claim. 
Truncale v. Universal Pictures Co., 76 F. Supp. 465 (S.D. N.Y. 
1948) merely illustrates the familiar rule that corporate directors 
fe not allowed to profit at the expense of their corporation. The 
irectors reduced their personal taxes by causing the corporation | 
, forego certain tax deductions. This increased the tax of the 
rporation. The District Court denied a motion for summary 
idgment on the ground that the corporation might possibly re- 
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cover the full amount of the profit to the directors since “Directors 
and other officers of a private corporation cannot either directly 
or indirectly * * * in any * * * transaction in which they are 
under a duty to guard the interests of the corporation make any 
profit for themselves or acquire any other personal benefit or 
advantage, * * *” (76 F. Supp. at 468). Edwards v. Lee’s Admin- 
istrator, 96 S.W.2d 1028 (Ky. Ct. App. 1936), the Kentucky 
cave case, involves nothing more than a distribution of profits 
where the defendants “were guilty of repeated trespasses upon” 
plaintiff's cave property. “The proof likewise clearly indicates 
that the trespasses were wilful and not innocent.” (96 S.W.2d at 
1030). 

Chelrob, Inc. v. Barrett, 57 N.E.2d 825 (N.Y. 1944) says 
only this: that the courts, otherwise reluctant to review business | 
transactions, will, when significant duality appears, make certain 
that the transactions were fair. The fairness referred to is the 
fairness which the law requires: a recognition of the rights of the: 
parties. In most cases the extent of those rights requires no dis- 
cussion. On a sale of property, for example, no one denies that 
the seller is entitled to a fair price. The problem, as in the Chel- 
vob case, is only to determine whether the price was fair. 

The decisions cited by appellants in no way support their claims. 


6. APPELLANTS HAVE NO SPECIAL CLAIM TO THE 1942 "TAX SAVING.” 
Appellants apparently believe that the Corporation has a better 
claim to the 1942 “tax saving” than to the “tax saving” for 
1943 and 1944. They rely upon a pre-trial stipulation and order. | 
The settlement of tax liability proposed to the Government pro-" 
vided in form that the returns for 1942, 1943 and 1944 were to 
be approved as filed and that the claim for refund of 1942 taxes 
was to be rejected (Ex. P. 7, R. 1658). Interveners applied to the 
court below for an order restraining the consummation of the 
settlement on the theory that the rejection of the 1942 refund 
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claim might be prejudicial to the position of the Corporation in 
this litigation (R. 346). The parties entered into a stipulation 
(Ex. P. 7, R. 1658) designed to recognize that the payment of the 
1942 tax in the amount of $4,201,821.54 was in substance a settle- 
“ment of tax liability not for 1942 alone but for 1942, 1943 and the 
first four months of 1944. The stipulation also provided that for 
purposes of the litigation the 1942 refund claim, diminished in 
proportion to the diminution of the entire tax saving, should be 
deemed to have been allowed and “paid to the plaintiff as the 
agent for the affiliated group designated in Regulations 104 and 
110, and by the plaintiff paid into court” (R. 1659). The pre- 
trial order confirmed the stipulation (R. 163). 

Appellants argue that the court below concluded that it should 
leave the parties where it found them and that the Corporation 
is therefore entitled to the assumed avails of the reduced refund 
claim. This contention was urged upon the District Court in a 
motion to amend the findings and rejected. 


cided not that we are not entitled to it, not that the defend- 
ant is not entitled to it, but rather that the United States gov- 
ernment is entitled to it, and as between these two litigants 
you are going to leave them where you find them. 

“The Court: That is not true. I think I also placed the 
decision on the ground that I couldn’t see any reason why 


: 
“Mr. Levy: Your Honor, as I read your opinion, has de- 
the plaintiff would be entitled to it anyhow.” (R. 429) 


The court, noting that “the plaintiff is only a stakeholder and 
pe doesn’t get any greater rights because he is made a stake- 
qolder” (R. 432), made it clear that the effect of the pre-trial 
order was to protect the position of the Corporation in relation to 
the reduced refund claim only if it should be found “entitled 
‘0 it” (R. 428, 429) and denied the motion (R. 453). 
| The ruling was correct. The 1942 taxes were paid not by the 
orporation but by the reorganization trustees (R. 824, 826, 
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1306-07). The stipulation and pre-trial order gave to the Corpo- 
ration no better claim to the refund than to the remainder of the 
“tax savings” of the trustees. When the District Court determined 
that the Corporation was without a valid claim to any of the “tax 
savings,” the case was disposed of in its entirety. 


C. Appellants Have No Claim Based on the Revenue Acts. 


The argument that Congress in enacting the revenue acts had 
some purpose to benefit parent companies in holding company 
systems is without foundation. There are a number of reasons. 

First. The revenue acts create no private rights. They collect 
revenue to pay the expense of government. Meriwether v. Garrett, 
102 U.S. 472, 513 (1880). Indeed, if a tax law requires the pay- 
ment of money from one private person to another, it becomes 
unconstitutional. United States v. Butler, 297 U.S. 1, 61, 56 S.Ct. 
312, 317 (1936). Appellants argue for a construction of the reve- 
nue acts which would make them invalid. 

Second. There is nothing either in the material quoted by ap- 
pellants or elsewhere in the extensive history of consolidated re- 
turns*® to indicate that Congréss intended to confer a special 
benefit on holding companies. The true purposes of consolidated 
returns are well understood. They are, first, to facilitate the ad- 
ministration of the tax laws by relieving the Treasury of the 
burden of reallocating income and deductions on transactions 
between affiliated companies** and, second, to do tax justice be- 


30A tabulation of this material appears in Appendix B, p. 23. 


31The House Ways and Means Committee reported as follows on the 
Revenue Act of 1934: 

‘Your committee considered at length the question of abolishing 
the consolidated return. Our subcommittee originally recommended 
this action. The Treasury believed this policy undesirable. The Treas- 
ury pointed out that the one way to secure a correct statement of in- 
come from affiliated corporations is to require a consolidated return, 
with all intercompany transactions eliminated. Otherwise, profits and 
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tween businesses organized as subsidiaries on one hand and busi- 
nesses organized by departments on the other.** In a business or- 
ganized by departments the losses of one department offset the 
income of another. If the same business were organized by sub- 
sidiaries this offsetting, without consolidated returns, would not 
take place. Consolidated returns collect an equal tax from both 
enterprises. There is nothing here to suggest that Congress has 
any particular regard for holding companies. 

Third. The Corporation cannot recover in this Court by spec- 
ulating on an intent of Congress as deduced from casual language 
in committee reports relating to revenue acts. Congressional in- 
tent becomes significant in court only when Congress has passed 
a statute. If Congress had intended that holding companies as 
such should have the benefit of consolidated returns Congress 
would have enacted a bill which said so—providing, of course, 
that somewhere in the Constitution power could be found to sup- 
port such legislation. 

losses may be shifted from one wholly owned subsidiary to another, 
and their separate statements of income do not present an accurate 
picture of the earnings of the group as a whole. * * * The admin- 
istration of the income tax law is simpler with the consolidated return 
since it conforms to ordinary business practice; enables the Treasury 
to deal with a single taxpayer instead of many subsidiaries ; and elimi- 


nates the necessity of examining the bona fides of thousands of inter- 

company transactions.” H. Rep. No. 704, 73d Cong., 2 Sess, p. 16. 
See, also, S. Rep. No. 960, 70th Cong., 1st Sess, pp. 1, 13, 29; Hearings 
of House Ways and Means Committee on Revenue Revision, 1934, pp. 86, 
99; Report of the Joint Committee on Internal Revenue Taxation on the 
Revenue Act of 1926, p. 63. 


32See Memorandum the Finance Committee of the Senate on the 1918 
fact: 


“Where a corporation does business through subsidiary corpora- 
tions, such subsidiaries represent in effect merely different depart- 
ments of one business. It is just as illogical to tax these subsidiaries 
separately as it would be to levy a separate tax upon the profits earned. 
by different departments of a single corporation.” (p. 9) 


is See, also, Report of Senate Finance Committee on the Revenue Bill of 1928 
a as quoted in the Hearings before the Senate Finance Committee on the 
Revenue Act of 1932, p. 24; Senate Report No. 665, 72d Cong., 1st Sess., 
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Fourth. Appellants’ argumeént is founded upon a singularly 
unsophisticated view of holding company systems. Appellants 
would have the Court believe that the holding company systems 
which file consolidated returns are single ownerships. Nothing 
could be further from the truth. Consolidated returns can be 
filed if and whenever 95 percent of the voting stock is within 
the system (I.R.C. Sec. 141(d)). This says nothing about non- 
voting common, preferred stocks and senior securities such as 
notes and bonds. Those securities are normally in the hands of 
the public. No one knows this better than Congress and it is 
hardly likely that Congress which has in general been hostile to 
holding companies would intend by consolidated returns to con- 
fer an advantage on those holding companies at the expense of 
their subsidiaries, the operating companies owned in truth by the 
public. 

Fifth. Appellants’ argument that the consolidated return 
system is intended to benefit holding companies is directly in 
contradiction to the conclusion of a more studious and unbiased 
witness. The Federal Trade Commission for several years con- 
ducted an elaborate investigation of utility holding company sys- 
tems, out of which came the Public Utility Holding Company 
Act of 1935. One aspect of utility operation which the Commis- 
sion reviewed in detail was the use of consolidated returns. The 
Commission concluded that the purpose of those returns was to 
benefit not the holding companies but their subsidiaries. The 
Commission said:** 

“The subsidiary companies in a holding company group 


are entitled to the benefit of any savings to the group due 
to filing a consolidated income tax return.” 


33Summary Report of the Federal Trade Commission to the Senate of 
the United States pursuant to Senate Resolution No. 83, 70th Cong., 1st 
Sess., on Economic, Financial and Corporate Phases of Holding and Oper- 
ating Companies of Electric and Gas Utilities, Part 72-A Sen. Doc. No. 92, 
70th Cong., 1st Sess., p. 478. This report is quoted at greater length 
in Appendix B, p. 2. 


a 
Appellees commend to the Court this conclusion of the Federal 
Trade Commission. 

Sixth. Congress, in so far as it has indicated an intention as to 
who should receive the benefit of “tax savings” from consolidated 
returns, has indicated that those savings should go to the operat- 
ing companies of the group. In considering the bill which even- 
tually became the Public Utility Holding Company Act of 1935, 
the Congressional committee was sharply critical of the practice 
which appellants now advocate, that is, a practice whereby the 
parent company takes to itself the benefit of group “tax savings.” 

For example, Senator Wheeler, chairman of the Senate Com- 
mittee on Interstate Commerce, in speaking of this practice said 
of the holding companies: ‘‘So that, as a matter of fact, they took 
‘that $9,000,000, which should have gone either to the Govern- 
ment, or, if it was not necessary to pay it to the Government, then 
it should have gone back to the operating company.’’** (Emphasis 
supplied.) References to similar comments on appellants’ posi- 
tion are noted in the margin.*” Thus to the extent that Congress 
has indicated a preference as to who should receive the benefits of 
‘tax savings’ from consolidated returns it has taken a position 
precisely contrary to that for which appellants argue. 

One final point should be made as to the law arguments which 
appellants advance. Those arguments are founded on doctrines 
of unjust enrichment and duality which have been in the law for 
many years. Never, however, have these arguments, or an assumed 
purpose of Congress in connection with consolidated returns, led 
to the conclusion which appellants argue. On the contrary, every 
tribunal, every informed person who has considered the problem, 
has reached the opposite conclusion. 


3#Hearings before the Senate Committee on Interstate Commerce, 74th 
ae Heeoess., 01'S. 1725, p. 255. 


>5>Hearings before the Committee on Interstate and Foreign Commerce, 
House of Representatives, 74th Cong., 1st Sess. on H.R. 5423, pp. 153, 
1849, 992, 1061, 1522; Hearings before the Committee on Interstate Com- 
merce, United States Senate, 74th Cong., 1st Sess. on S. 1725, pp. 83, 122, 
Be, 557. 
) 
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ll. THE DECISION BELOW IS IN ACCORDANCE WITH ALL 


THE PRECEDENTS, WITH GENERAL BUSINESS PRACTICE 
AND WITH THE SPECIAL EQUITIES OF THIS CASE. 


The decision of the District Court refusing to recognize ap- 
pellants’ claim for a ‘‘tax saving’ payment is supported by all 
the precedents, by general business practice and by the special 
equities of this case. 


A. The Decision Below Is in Accordance with General Business 
Practice. 

Since 1918 it has been regular practice for the business com- 
munity to file consolidated tax returns. From 1928 to 1944, for 
example, 54,685 such returns, involving more than 176,000 com- 
panies, were placed on file.*® In each of these 50,000 cases the 
problem of adjusting intra-group rights and liabilities was neces- 
sarily presented. The formula which has always been used is 
the formula which the Western Pacific group has always fol- 
lowed and which appellants seek to repudiate: an allocation of 
the tax as calculated in the consolidated return to the group mem- 
bers in proportion to their respective taxable incomes and with 
no “tax saving’’ payment. 

The Securities and Exchange Commission has noted the exist- 
ence of the settled business practice: 

“We note the customary solution of a somewhat similar 
problem that arises when a group of companies files a con- 
solidated tax return. In assigning to each constituent its 
fair share of the consolidated tax paid by the group it is” 
usual to divide the actual tax among the companies who 
would have had to pay a tax on an individual basis. If one 
of the included companies operated at a loss, the consoli- 


36See for 1928-1941, Statistics of Income for 1941, Part 2, p. 293; for 
1942, Treasury Press Release No. 44-54, December 31, 1944, p. 16, and 
No. V-229, February 25, 1946, p. 6; for 1943, Treasury Press Release No. 
V-229, February 25, 1946, pp. 6 and 10; for 1944, Statistics of Income for 
1944, Part 2, Preliminary, pp. 10-11. 


53 
dated tax is of course reduced, but vo part of the ‘saving’ 
is ordinarily paid over to the loss company by the other 
members of the group.” 
(Release No. 53, Accounting Series, November 16, 1945, 
50C.C.H. Fed. Sec. Law Serv. 2d ed., Par. 72, 071) 


Appellees offered at the trial to support this statement by detailed 
proof of the business practice as revealed by a special survey of 
the railroads, the utility systems and representative industrial 
companies. The proof, excluded as irrelevant (R. 1383), would 
have demonstrated that business systematically does what ap- 
pellees say should be done and what was done in this case (R. 
9987-93). 


_B. The Decision Below Is in Accordance with All the Precedents. 


The precedents on the proper settlement of intragroup liabili- 
ties in connection with consolidated returns come from those 
tribunals and departments of government which are most inti- 
/mately concerned with holding company systems: the Securities 
and Exchange Commission, the Treasury Department, the Federal 
Trade Commission and the Interstate Commerce Commission. 
Without exception the practice which has been recommended is 
‘the practice which was followed in this case. There is no con- 
trary view. 

First. The Securities and Exchange Commission has ruled 
that the proper practice is to allocate pro rata the consolidated 
tax without “tax saving” payments. Rule U-45(b) (6), adopted 
for the regulation of public utility systems, forbids intragroup 
extensions of credit without S.E.C. approval except, in certain 
cases, one of which is: 

| “(6) A loan or extension of credit or an agreement of. 
indemnity arising out of a consolidated tax return filed by 
a holding company (or other parent company) and its sub- 
sidiaries: Provided, That the top company in the group as- 
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sumes primary responsibility for the payment of any tax 
liability involved, subject to the right to contribution from 
the several members of the group in an amount not exceed- 
ing as to any company that percentage of the sum of the 
normal tax, surtax and excess profits tax on a consolidated 
basis which the sum of the normal tax, surtax and an excess 
profits tax of such company if paid on a separate return basis 
is of the aggregate amount of normal, surtax and excess 
profits taxes of the individual companies based upon separate 
returns. * * *’37 (Emphasis supplied.) 


Appellants cite and rely upon three instances in which the 
Commission is said to have permitted deviations from this for- 
mula. In Release No. 4444, dated July 28, 1943, “In the Matter 
of Consolidated Electric Gas Company, The Islands Gas & Elec- 
tric Company,’ Islands, a subsidiary in the Consolidated group, 
had large war losses in Manila, which were available as tax de- 
ductions for the group. If, however, Islands reacquired its prop- 
erties it would be required to pay the tax which the deductions 
had eliminated (I.R.C. Sec. 127(c)). The group members pro- 
posed a special arrangement to protect Islands against this tax 
if it were later assessed. The Commission agreed. The purpose 
of the arrangement was to make certain that Islands did not pay 
more tax by joining in the consolidated return than it would have 
paid on a separate return basis. This principle is of no value to 
appellants. The Corporation paid no tax under the consolidated 
returns (R. 824, 826, 1306-07). 

This same purpose to protect a subsidiary from an actual loss 
through paying extra taxes on account of a consolidated return 
underlies the ruling of the Commission in Release No. 5535, 
dated January 3, 1945, “In the Matter of Cities Service Company.” 
There a subsidiary was amortizing the cost of a plant at a 


37For a detailed discussion as to the effect of the Rule by the semi-official 
National Association of Railroad and Utility Commissioners see Appendix 
B, p. 14. 
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special war-time rate which would result in complete amortiza- 
tion in five years. This provided the subsidiary with large de- 
ductions from taxable income which were useful to the group 
in consolidated returns. It also meant that after the five year 
period the subsidiary would have no amortization deduction. The 
group members accordingly agreed to compensate the subsidiary 
for the disadvantage to it arising from the tax procedures adopted. 

The basis for decision in Release No. 4806, dated January 
3, 1944 “In the Matter of Consolidated Electric & Gas Company’”’ 
is stated by the Commission as follows: 


stock equity of each of its subsidiaries affected by the pro- 
posal, and there do not appear to be impairments in the 
earned surplus accounts of such subsidiaries, it is, apart 
from the accounting consequences of the transaction, im- 
material whether the proposed payments are made in the 
manner proposed or the books of the subsidiaries are per- 
mitted to reflect the taxes as reduced by the subject savings 
and corresponding amounts paid to Consolidated by way 


“Inasmuch as Consolidated owns 100% of the common 
| of dividends.” 


Since the parent who received the payment was entitled to the 
money in any event, the Commission saw this case only as an 
accounting problem and agreed to the proposed arrangement for 


that reason.** 

These releases, it will be noted, are not in any way concerned 
with the rights of group members. The Commission did not inti- 
mate that the group member receiving the proposed payment 
had a right to compel it. Appellants, per contra, seek a ruling 
compelling payment. No such question was before the Commis- 
sion in the cited cases. Indeed, if the law required ‘‘tax saving” 
payments, Rule U-45(b)(6), which in effect forbids such pay- 
ments, would be invalid. 

38Subsequent to the releases upon which appellants rely the Commission 


. gave further attention to “tax savings,” criticizing appellants’ position from 
the point of view of sound accounting. See Appendix B, p. 7. 
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Second. The rulings of the Treasury Department assume and 
provide for a pro rata allocation of the consolidated tax without 
tax saving payments. The allocation formula adopted by the 
Western Pacific group appeared in the Revenue Acts of 1921, 
1924 and 1926.°° In 1928 Congress made all members of an 
affiliated group (except for a few special occasions) responsible 
for the full amount of the tax*® and no allocation formula has 
since appeared in the statute. For special occasions, however, such 
as allocating consolidated excess profits tax to provide deductions 
from normal tax net income, the Treasury has designated the 
customaty formula*! and the Bureau of Internal Revenue has 


ruled that it is to be used to determine earnings and profits avail- 
able for dividends.*” 


39Section 240(b) of the Revenue Act of 1921 provided: 

‘‘(b) In any case in which a tax is assessed upon the basis of a con- 
solidated return, the total tax shall be computed in the first instance 
as a unit and shall then be assessed upon the respective affliated cor- 
porations in such proportions as may be agreed upon among thiem, 
or, in the absence of any such agreement, then on the basis of the net 
income properly assignable to each.” 


An identical provision appeared in the Revenue Acts of 1924 and 1926. 


40See Art. 15(a) in Treas, Regs. 75 (1928), 78 (1932), 89 (1934)§ 
97 (1936), 102 (1938), and Treas. Reg. 104, Sec. 23.15(a) (1942). 


41See T.D. 5086, Amendments to Regulations 103 [1941-2 Cum. Bull. 
46-7}. The text is in Appendix B, p. 23. 


421.T. 3637, 1944 Cum. Bull. 258, and I.T. 3692, 1944 Cum. Bull. 261. 
The texts are in Appendix B, pp. 17 and 21. The consolidated return 
regulations (Treas. Regs. 104 and 110) assume that the tax allocation will 
be in accordance with the accepted formula. There are no specific provisions 
since before now it has never been suggested that consolidated returns re- | 
quired any “tax saving” payment. The regulations contain, however, pro- 
visions which are plainly inconsistent with appellants’ proposal. They re- 
quire, for example (Treas. Reg. 104, Sec. 23.34 (c) ), that whenever income | 
of a parent company is offset in a consolidated return by the Joss of a sub- | 
sidiary (which could not have been availed of by the subsidiary in a sepa- 
rate return), the tax basis upon which the parent holds the stock of the 
subsidiary must be reduced in an amount equal to the loss. Then upon 
liquidation or sale of the stock of the subsidiary the amount of gain on | 
which the parent must pay tax is increased. This rule was first developed 
in the decisions. See Jordahl & Co., 35 B.T.A. 1136, 1139 (1937). Plainly 
neither the courts in adopting this rule nor the Commissioner in formalizing 
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: Third. The Federal Trade Commission has approved the 
formula which appellees defend and condemned the formula 
which appellants propose. The Corporation, as parent, proposes 
that it should receive from the group members a “tax saving” 
_ payment equal to the tax which each group member would have 
paid had it filed a separate return. This practice, as adopted in 
the 1920’s by a few of the more notorious utility systems, was 
One reason why the Securities and Exchange Commission was 
created. The Federal Trade Commission conducted an extensive 
investigation of the utilities prior to the enactment of the Public 
Utility Holding Company Act and condemned the practice which 

appellants ask this Court to establish as law: 

“Holding companies are not justified in recording as in- 
| come the savings from this procedure of handling Federal 
income-tax payments. The subsidiary companies in a hold- 
img-company group are entitled to the benefit of any savings 
to the group due to filing a consolidated income-tax return. 
| Only the amount of Federal income tax paid by a holding 
company on the basis of a consolidated return should be 
borne, in proportion to the taxable income, by those com- 
| panies having taxable income, for which companies a con- 
| solidated return was filed. Stated differently, each company 
. in a holding-company group should pay only its pro-rata 
share of the tax paid for the group.” (Emphasis supplied.) ** 
Appellants are asking the Court to adopt a practice which Con- 
| gress intended that the Securities and Exchange Commission 
Should eliminate in the utility field and which has been eliminated. 


it in the regulations intended that the one group member should pay an- 
other for the tax benefit of its loss. This would require a double payment 
for the tax benefit: once to the loss company and once to the Government 
lin increased taxes through reduction in the tax basis of the stock. 


43Summary Report of the Federal Trade Commission to the Senate of 
ithe United States pursuant to Senate Resolution No. 83, 70th Cong., Ist 
\Sess., on Economic, Financial and Corporate Phases of Holding and Oper- 
ating Companies of Electric and Gas Utilities, Part 72-A Sen. Doc. No. 92, 
70th Cong., 1st Sess., p. 478. This report is quoted at greater length in 
Appendix B at p. 2. 


| 
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Fourth. The Interstate Commerce Commission has refused to” 
recognize “tax saving’’ claims. There is no formal ruling by the 
Interstate Commerce Commission on the proper allocation of 
taxes under consolidated returns, perhaps because, as appellees 
offered to prove (R. 1387-93), the railroads universally employ 
the traditional formula. The Commission has had occasion, how- 
ever, to consider and reject ‘tax saving’’ claims. One case in- 
volved the segregation of earnings between a reorganization 
debtor and its leased lines;** another involved the computation 
of benefits awarded to bondholders on an issue of new securities.® 
These are the rulings now available on the specific question 
before the Court. They reach a single and unanimous conclusion: 
that consolidated returns do not create claims for “tax saving” 
payments. 


C. The Decision Below Is in Accordance with the Special Equities 
of This Case. 

Appellants seek to escape the accumulated force of the past 
practice of the Western Pacific group, the general business practice 
and all the precedents by arguing that there are special circum- 
stances in this case which require a departure from established 
procedures. The argument is unsound. The special circumstances 
of the case provide no reason for abandoning the past practice— 
on the contrary, they provide special and additional reasons for 
following that practice. 


1. THE CIRCUMSTANCES OF THE CASE REQUIRE THAT THERE SHOULD 
BE NO "TAX SAVING" PAYMENT TO THE CORPORATION. 


The situation of the Western Pacific during 1942 and there 
after provided a number of special reasons for following the 


44Central of Georgia Railway Co..Reorganization, 252 I.C.C. 587, 600 
(1942). 

45$t, Louis-San Francisco Railway Co. Reorganization, 257 1.C.C. 399, 
410 (1944). 


re 
_ accepted formula in allocating group liabilities in connection with 
' consolidated returns. 
First. The group at the direction of the Corporation had fol- 
lowed the established formula for twenty years (R. 1262, Ex. D. 
40). Over the years that formula had produced a total tax saving 
to the Corporation of $593,976.33 (Ex. D. 46, R. 2040) for which 
'the Corporation had made no tax saving payments to the group 
jmembers (R. 1262, Ex. D. 40). With the termination of affilia- 
tions in sight and an opportunity now available whereby the other 
group members could benefit from the accepted formula, it would 
have been grossly unfair to have abandoned that formula simply 
because some other procedure now became more advantageous 
to the Corporation. 
Second. The creditors of the old company were unpaid and 
the company was in reorganization. Those creditors holding first 
‘mortgage and income bonds (In re Western Pac. R. Co., 34 F. 
Supp. 493, 497) were, on any analysis, entitled to a preferred 
position over the Corporation which held only unsecured claims 
and the stock interest (34 F. Supp. 493, 497). A settlement 
Jof the intragroup liabilities in accordance with the past prac- 


itice gave the benefit of the “tax savings” to those unpaid credi- 
tors. A “tax saving’’ payment, per contra, would have preferred 
‘the stock and unsecured interest over the bondholders with their 
secured position. It would have been a flagrant violation of the 
‘duties of a holding company to the creditors of its system. 

Third. The ‘‘tax saving’ was a saving to the reorganization 
jtrustees. Those trustees held the railroad properties and the in- 
come produced from them for the benefit of the creditors of the 
bankruptcy estate according to normal ranking—the secured credi- 
tors first and the stock interest last. The application of the estab-- 
lished formula with no ‘‘tax saving” payment to the Corporation 
‘left undisturbed the normal ranking; a “tax saving” payment 
would have reversed that ranking. 


60 

Fourth. The Corporation had only a remote possibility, even 
if affiliation had continued, of receiving any benefit from the “tax 
saving.” Creditors had a prior position which had to be recog- 
nized. A “tax saving” payment to the Corporation would have 
converted that remote possibility into actual cash in hand, a pro- 
cedure radically unfair to those with a senior position. 

Thus it is clear that the special circumstances of the case pro- 
vided no reasons for a departure from the established practice but, 
instead, special reasons for following it. 


2. THE ALLEGED SEVERANCE OF "ECONOMIC UNITY" AFFORDS NO 
REASON FOR A SPECIAL CONCLUSION. 


Appellants argue that the Supreme Court decision of March 
15, 1943 (318 U.S. 448) approving the reorganization plan 
“severed the economic unity” of the group and thereby created 
circumstances requiring a special conclusion. This argument has_ 
no substance. 

First. The Supreme’ Court decision “severed” nothing. On 
_that date the court approved the Interstate Commerce Commis: 
sion’s plan of reorganization which held worthless the Corpora- 
tion’s interest in the old company. It then became probable (but 
not certain, see Insurance Group v. D. G R. G. W. R. Co., 3am 
US. 607, 617 n. 6, 67 S.Ct. 583, 587 (1947) ) that the reorganiza- - 
tion plan would thereafter be confirmed by the District Court, 
that mechanics would be provided for putting it into operation, 
and that at some undetermined date in the future the old stock 
would be cancelled and affiliation would cease to exist. Nothing 
else then occurred. The stock of the old company remained in the 
hands of the Corporation. The affiliation continued. Appellants - 
are arguing that the formula used by the Western Pacific group” 
for settling intragroup liabilities for twenty years should have 
been changed because termination of affiliation was in sight. W hy? 

Second. The “economic unity” in the Western Pacific group — 
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which, according to appellants, was severed on March 15, 1943, 
had never existed. From the outset the majority of the first mort- 
gage bonds of the old company were with the public (34 F. Supp. 
493, 497). As the financial condition of the old company became 
‘more critical, the value of the stock interest disappeared and the 
company belonged in truth and in equity to its bondholders. 
‘United States v. Butterworth-Judson Corp., 269 U.S. 504, 513, 
AG S.Ct. 179, 180 (1926) ; In re Central Funding Cor poration, 75 
~ 256, 259 (C.C.A. 2, 1935). There was no “economic unity.” 
It could not, therefore, have been severed on March 15, 1943. 

Third. ‘Economic unity” in matters related to consolidated 
returns is a false factor demonstrably of no significance. Rarely, 
if ever, does “economic unity’ exist in holding company systems. 


Only in the exceptional case does the parent company completely 
own the subsidiaries. More often the parent, by ownership of the 
voting stock, controls properties which in reality belong to the 
public through the purchase of senior securities.** The revenue 
acts recognize this diverse economic interest in the ordinary hold- 
ing company system and they make no requirement of economic 
unity as a condition for filing consolidated returns. They require 
only that ninety-five per cent of the voting stock be held within 


— 
| 46Summary Report of the Federal Trade Commission on Economic Finan- 
ial and Corporate Phases of Holding and Operating Companies of Electric 
and Gas Utilities, Part 72-A, Sen. Doc. No. 92, 70th Cong., 1st Sess. See 
for example p. 311: 
“On the other hand, the long term debt of the operating companies 
consists mostly of bonds which are secured by mortgage on their 
physical properties. The long term debt together with preferred stock 
usually represent the capital obtained from the investing public. The 
common stock of the operating companies is usually the voting stock 
and is owned by the holding companies for control purposes.” 
Pee, also, Barnes, The Economics of Public Utilities Regulation (1947) 
>. 73; Bonbright and Means, The Holding Company (1932) p. 147; 2 - 
Dewing, The Financial Policy of Corporations (4th ed. 1941) p. 1042. 
Dewing reports that in seven large holding companies, a total of 52% of 
he bonds, 32¢% of the preferred stock and 16% of the common stock was 
sublicly held (p. 1051). 
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the group (I.R.C. Sec. 141).47 Thus in emphasizing economic 
unity appellants would have the Court accept the rare situation 
as the ordinary situation and give significance to a factor to which 
Congress has attached no significance. : 

Fourth. The accepted formula for the settlement of intra- 
group liabilities in connection with consolidated returns makes | 
nothing turn on economic unity. The Securities and Exchange 
Commission, the Treasury Department, the Federal Trade Com- 
mission and the Interstate Commerce Commission are all inti- 
mately concerned with holding company groups. The officials 
of those tribunals are thoroughly familiar with the fact that ordi- | 
narily there is no economic unity within the group. They have 
nevertheless ruled that the intragroup settlement should be made 
without ‘‘tax saving” payments. No exceptions are stated in terms | 
of “economic unity.” 

Fifth. The assumption by appellants that a holding company | 
in ordinary course receives the benefit of all “‘tax savings’ to its 
subsidiaries is contrary to fact. Appellants suggest that every 
benefit to a subsidiary is a benefit to the parent. The Supreme 


Court has reached a contrary conclusion. “So various are the pos- ! 


47Since 1918 the Revenue Acts have progressed steadily away from any . 
theory of economic unity or common ownership as far as consolidated re- 
turns are concerned. The 1918 statute defined affiliation in general terms 
of ownership or control (Section 240b). By progressive steps through the 
Revenue Act of 1924 and the Revenue Act of 1928 the theoretical approach 
has been abandoned in favor of a technical requirement—ownership of ! 
95% ¢ of the voting stock. See 8 Mertens, Law of Federal Income Taxation . 
(1942) Sec. 46.13, p. 426. 

The cases talk from time to time of a single business enterprise, but 
whenever it is important they have recognized that the test 1s what the 
statute requires and nothing more. See United States v. Donaldson Realty” 
Co., 106 F.2d 509, 517 (C.C.A. 8, 1939) ; Commissioner v. General Gas G 
Electric Corp., 72 F.2d 364, 365 (C.C.A. 2, 1934); Erie Lighting Co. ¥. 
Commissioner, 93 F.2d 883 (C.C.A. 1, 1937). The basic theory of con- ~ 
solidated returns is of course that the returns serve only as a method of com- © 
puting the tax owing by the individual group members who are and remain 
the taxpayers. See Helvering v. Morgan's, Inc., 293 U.S. 121, 127, 53 
S.Ct, 60,63 (1934). 
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sible permutations and combinations of the economic factors that 
equivalence of surplus or deficit in the accounts of the subsidiary 
with the gain or loss to the parent would be mere coincidence.” 
Commissioner v. Phipps, 336 U.S. 410, 421n, 69 S.Ct. 616, 622 
(1949). The Treasury Department agrees: “Moreover, there is 
no reason for the assumption that the entire earnings of a sub- 
sidiary would become dividends to the parent” (Treasury Depart- 
ment release of June 9, 1948, “Consolidated Returns and Inter- 
corporate Dividends,” p. 12). If, to take some obvious examples, 
bonds are in default, debenture interest unpaid, preferred stock 
in arrears or general creditors unsatisfied, the benefit of any tax 
reduction on account of consolidated returns never reaches the 
parent. 

In the final analysis the Corporation’s position in this case has 
two elements: that of a holding company and that of a group 
member whose loss was claimed as a deduction in a consolidated 
return. The Corporation as parent has no right to take to itself 
che “tax savings” realized by its subsidiaries through the con- 
solidated returns. That abuse of the holding company position has 

een condemned by Congress (this brief p. 51) and the Federal 
Trade Commission (this brief p. 50) and eliminated in the utility 
teld by the Securities and Exchange Commission (this brief p. 
53). As parent, the Corporation can claim nothing. As a loss 
company receiving no benefit from the loss, the position of 
the Corporation is not improved. The entry of a loss in a 
onsolidated return produces no right to compensation in the 
ss company. This can be demonstrated by the general business 
»ractice, the past practice of the Western Pacific group and all 
he relevant rulings. Subsidiaries normally hold no stock in the 
varent company or in other group members. They therefore - 
ive no benefit from “tax savings’ to the group through their 
asses. Nevertheless, the subsidiaries never receive ‘tax saving” 
vayments. If the entry of a loss in a consolidated return entitles 
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the loss company to compensation because it otherwise has no 
benefit, virtually every intra group settlement in the past thirty 
years has been improper and public investors in subsidiary com- | 
panies have been unlawfully deprived for thirty years of an asset 
to which they were entitled. 


D. The Decision Below Is in Accordance with Sound Policy. 


The decision of the District Court refusing to recognize the’ 
“tax saving” claim of the Corporation is supported by sound | 
policy. The reasons include: 

First. The fact that the Revenue Acts do not create private; 
rights. A tax is an impost levied by the government to obtain) 
revenues to maintain its existence. Meriwether v. Garrett, 102, 
U.S. 472, 513-14 (1880). It creates no private rights. Uvited 
States v. Butler, 297 US, 1, 61, 56 S.Ct.312, sm 936), 

Second. The fact that “tax saving” payments, if allowed, 
would contravene the policy against merchandising tax advan-: 
tages. Transactions which have only a tax purpose are not rec’ 
ognized by the tax law. Gregory v. Helvering, 293 U.S. 465, 55 
S.Ct. 266 (1935); I. R. C. Sec. 129. “Tax saving’ payments, if 
approved, would provide a new motive for distorting business 
transactions with relation to the tax law. 

Third. The fact that “tax saving” payments, if required, 
would create great uncertainties in commercial law. Husbands 
and wives file joint returns (I.R.C. Sec. 51(b)); stockholders 
to save taxes sell the stock of a business rather than its assets; 
a lawyer sends a December bill to make a deduction available 
to his client in the current tax year. Do these ordinary transac 
tions create claims for taxes “‘saved’’? 

Fourth. The fact that a requirement of “tax saving” pay- 
ments would unnecessarily complicate the tax system. Taxation 
“can never be made simple but we can try to avoid making it 
needlessly complex.” Dobson v. Commissioner, 320 U.S. 489, 
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495, 64 S.Ct. 239, 243 (1943). To impose upon an already com- 
plex tax system a complementary system of “tax saving” pay- 
ments would unnecessarily multiply the complexities of tax ad- 
ministration. 
The settled practice against “tax saving” payments should not 


be disturbed. 


Hil. APPELLANTS' CLAIM IS INEQUITABLE 


In this equity proceeding no relief can be granted if the claim 
presented is without equity. There is no equity in appellants’ 
position. 
| 


A. The Corporation Cannot in Equity Repudiate Retroactively 
: the Tax Allocation Formula Followed by the Group for Twenty 
Years. 

Since 1918 the Western Pacific group has filed consolidated tax 
returns (Ex. D. 40). At the direction of the Corporation the tax 

nder the consolidated return has been allocated to the group 
members in proportion to net income (R. 1262). There has never 
been a ‘tax saving” payment (Ex. D. 40, R. 1262). On many 
dccasions this practice resulted in tax reductions for the Corpora- 
tion. In each year from 1924 to 1935 the Corporation received a 
)tax saving” because the loss of another group member was in- 
tluded in consolidated returns (Exs. D. 40, D. 46, R. 2040). The 
tax thus ‘‘saved”’ totalled $593,976.33 (Ex. D. 46, R. 2040). No 
nent was made for that saving (R. 1262, Ex. D. 40). 
| The established formula was followed for each of the years 
question. Only long after the event, after the returns were on 
ile, after the reorganization trustees were discharged, after the 
organization proceeding was closed, after it was no longer pos- - 
ible for the trustees to file separate returns and take advantage 
v€ deductions unavailable under consolidated returns was this 


daim asserted. It is, as the court below pointed out, ‘‘an after- 
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thought” (R. 274), a tribute to a lawyer’s ingenuity. It has no 
substance. But if appellants should be successful they will im- 
pose upon appellees a total burden of taxes and “tax saving” 
payments far in excess of the original tax obligation to the Gov- 
ernment. This effort to repudiate retroactively the formula which 
the group had accepted for twenty years cannot commend itself | 


to a court of equity.** : 


B. The Corporation Cannot in Equity Deplete the Assets of Its 
Former Subsidiary at the Expense of Creditors Who Were Not | 
Paid in Full. : 

This is a demand for $17,201,739.00 presented against a re-— 
organized railroad by the former parent company. That company 
directed its former subsidiary to sell securities to the public. The) 
purchasers of those securities are the stockholders (and their suc. 
cessors in interest) of the reorganized company. To these stock- 
holders, as creditors of the old subsidiary, the appellant Corpora- 
tion owes fiduciary obligations. Consolidated Rock Products Co. 
v. Du Bois, 312 US. 510, 522,61 S.Ctx6755Geaaigean) 

By the plan of reorganization the old bondholders became the 
present stockholders. The exchange of securities was made on the : 
assumption that the preferred stock of the reorganized company 
would be worth $100 per share and the common stock $57 per” 
share. Western Pac. R. Co. Reorganization, 233 1.C.C. 409, 417 
(1939). Even on this basis the secured creditors of the old com-; 
pany were not paid in full. The securities issued to the A. C. | 
James Company, the creditor holding the junior secured position, 
fell short of paying that company’s claim by $3,495,900 (Ex. D. 


48Compare the many estoppel cases in which it has been held that ene 
who participates in an established course of conduct over a long period 
may not, after the event, attach new consequences to customary activity. 
See, for example, Stagg v. Insurance Company, 10 Wall. 589 (U.S. 1871; 
Railroad Company v. United States, 103 U.S. 703 (1881) ; County of Los 
Angeles c. Cline, 185 Cal. 299, 197 Pac. 67 (1921). 
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33, R. 2021). With interest, that unpaid claim now amounts to 
more than $5,000,000.00. 

This $5,000,000.00 does not measure, however, the amount by 
which the secured creditors were not paid. The securities of the 
reorganized company have never had the market value assumed 
by the plan. This Court is entitled to take judicial notice of the 
fact that during 1949 the preferred ranged in value between 
$68.50 and $54.50 per share and the common between $22 and 
$30. Insurance Group v. D. G R. G. W. R. Co., 329 US. 607, 
617, n. 6, 67 S.Ct. 583, 587 (1947). Thus far in 1950 the range 
of the preferred has been between $64.50 and $83.50 and of the 
common between $28.00 and $45.00. The former creditors of the 
old company, now stockholders of the reorganized company, not 
only surrendered their first mortgage bonds for securities of an 
inferior grade (income bonds, preferred stock and common stock) 
but those inferior securities have never achieved the value which 
the plan assumed they would have. Appellants now propose to 
further reduce the assets of these creditors, now stockholders, by 
$17,201,739.00. Nothing could be more inequitable. Nothing 
could be more inconsistent with the fiduciary obligation owing 
from the Corporation to those creditors. Nothing could more 
plainly violate the settled principle that creditors have an abso- 
lute priority over stockholders. Northern Pacific Ry. v. Boyd, 
228 US. 482, 504, 33 S.Ct. 554, 560 (1913); Case v. Los Angeles 
Lumber Co., 308 U.S. 106, 129, 60 S.Ct. 1, 14 (1939). Nothing 
could be more radically at odds with the Supreme Court doctrine 
that the claim of a holding company in the reorganization of its 
subsidiary must, whatever its technical status, yield to the neces- 
sity of doing justice to the creditors of that subsidiary. Taylor v. 
Standard Gas Co., 306 USS. 307, 59 S.Ct. 543 (1939). 
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IV. APPELLANTS’ CLAIM IS BARRED BY THE FAILURE TO PRE- 
SENT IT DURING THE REORGANIZATION PROCEEDING 
AND BY THE FINAL ORDERS OF THE REORGANIZATION 
COURT. 

Even if it were assumed that appellants once had a valid 
claim to a ‘tax saving” payment, the failure to have it approved 
by the reorganization court bars recovery. 

During 1942, 1943 and the first four months of 1944 the re- 
organization trustees earned large amounts of income from the 
railroad properties. That income was subject to tax. The tax 
liability, if any, was a liability of the trustees, Reznecke v. 
Gardner, 277 US. 239, 241, 48 S.Ct. 472, 473 (1928); 478 
South Taylor Building Corp., 2 T.C. 184, 192 (1943); and the 
tax, if paid, would have been a cost or expense of administration. 
Gardner v. New Jersey, 329 U.S. 565, 575, 67 S.Ct. 467, 472 
(1947) ; Goggin v. Bryan, 172 F.2d 868 (C.A. 9, 1949) ; McCol- 
gan v. Maier Brewing Co., 134 F.2d 385, 387 (C.C.A. 9, 1943). 
Appellants’ claim, based upon an alleged saving of trustee taxes, 
would, if paid, also have been an expense of administration, that 
is, an expense of operating the properties during the reorganiza- 
tion period. The question becomes: May appellants, who failed 
to file claim for payment of an expense of administration in the 
reorganization proceeding, thereafter, and after the reorganization 
proceeding is closed, demand payment from the reorganized 
company? The answer is plainly no. 


A. Appellants’ Claim Is Contrary to the Policy of Section 77 of 
the Bankruptcy Act and to the Purpose of the Western Pacific 
Reorganization. 

A defense based upon the bar of a reorganization proceeding 
is meritorious. It responds to the fundamental purpose of Sec 

- tion 77 of the Bankruptcy Act to rehabilitate the debtor in order 

that it may discharge its public service functions. 

“Stated briefly, Sec. 77 has for its main purpose ‘the 
rehabilitation of the debtor by a readjustment of its finan- 
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cial structure in the interest of the debtor and its creditors 
and security holders, under a fair and equitable plan of re- 
organization which shall so modify or alter the rights of 
both secured and unsecured creditors that the fixed charges 
shall be brought within the probable future earnings avail- 
able for the payment thereof.’ * * * To this end, any reor- 
ganization plan should not merely provide immediate relief, 
but should be drastic enough to assure the continued sol- 
vency of the enterprise, even under unfavorable conditions. 
** *" 5 Collier on Bankruptcy (14th Ed.) Sec. 77.02, pp. 
468, 469. (Footnotes and references omitted.) 


[his public purpose of railroad reorganizations has been em- 
hasized by the Supreme Court. “A basic requirement of any 
reorganization is the determination of a capitalization which 
makes it possible not only to respect the priorities of the various 
classes of claimants but also to give the new company a reason- 
able prospect for survival.” Group of Inst. Investors v. Chicago, 
eee oc PP. Ke Co., 318 US. 523, 540, 63 S.Ct. 727, 738 
(1943); Ecker v. Western Pac. R. Corp., 318 U.S. 448, 474, 63 
BC. 692, 708 (1943). If a reorganization proceeding is to be 
Rective in rehabilitating the debtor two things are required: 

First. The reorganization court must consider and pass upon 


ull possible claims which might be asserted against the reorgan- 
zed company. “The very kernel of a reorganization proceeding 
s the careful consideration given to all outstanding liabilities, 
Tebts, and claims. Only in the light of such an examination does 
t become possible for the bankruptcy court to determine whether 
Ihe corporation as recapitalized can weather the financial storm.” 
DP erican Service Co. v. Henderson, 120 F.2d 525, 529 (C.C.A. 
}, 1941); Guaranty Trust Company of New York v. Henwood, 
Meet .2d 347, 354 (C.C.A. 8, 1936) cert. den. 300 U.S. 661. To © 
omplish this objective of full consideration of all possible lia- 


lilities Congress has provided that claims which are not provable 
1 an ordinary bankruptcy can be presented in a reorganiza- 


| 


| 
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tion Foust v. Munson SS Lines, 299 US. 77, 82, 57 S.Ct. 90, 
93 (1936); American Service Co. v. Henderson, 120 F.2d 525 
(C.C.A. 4, 1941), and this, even though they are “executory or 
contingent presently due or to mature in the future.’’*° City Bank 
Co. v. Irving Trust Co., 299 U.S. 433, 57. S.Ct, 2924(1937) ; Ham 
podrome Building Co. v. Irving Trust Co., 91 F.2d 753, 755 
(GE Ag? 1037). 

Second. The reorganization must put an end to all outstand- 


ing claims. This. applies to all reorganizations: to Chapter X 
proceedings 
“The theory is that there comes a time in the reorganiza- 
tion process when it is in the public interest that litigation 
should be finally ended. Hence, unless specific provision is 
made otherwise, the final decree—which concludes the pro- 
ceeding and closes the estate — discharges and terminates 
every right against and interest in the debtor of every kind, 
including liabilities incurred during reorganization, and in- 
cluding even the holders of claims or interests not filed or 
scheduled in the proceeding or who had no notice of it. 
* * * f * * # 


“The confirmed plan, as we have seen, binds everyone, and 
consistent with this, the discharge must terminate all man- 
ner of claims or interests, else the reorganized business will 
be hampered at the outset with holdover obligations which 
will defeat the very purpose of the proceeding.” (6 Collier 
on Bankruptcy (14th Ed.) Sec. 11.18, pp. 3922-24) 


and to railroad reorganizations 
“We are in complete agreement with the observations 
made by the district court in its opinion dismissing appel- 


49This makes it clear that Corporation could have filed its claim. The 
1943 returns which first claimed the stock loss deduction were filed July 
15, 1944 (Exs. P. 4A, 4B). The last of the returns were filed June 15, 
1945 (Exs. P. 5A, 5B). The reorganization proceeding remained open 
until March 28, 1946 (Ex. D. 32, R. 2013). Even if it were argued that 
the claim did not mature until the tax liability was settled, it had in they 
meantime been “‘executory or contingent, presently due or to mature in 
the future’ and therefore it should have been filed. 
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lant’s action to the effect that the purpose of the bank- 
| ruptcy law and the provisions for reorganization could not 
be realized if the discharge of debtors were not complete 
and absolute; that if courts should relax the provisions of 
the law and facilitate the assertion of old claims against 
discharged and reorganized debtors, the policy of the law 
would be defeated; that creditors would not participate in 
reorganizations if they could not feel that the plan was 
final; and that it would be unjust and unfair to those who 
had accepted and acted upon a reorganization plan if the 
court were thereafter to reopen the plan and change the 
conditions which constituted the basis of its earlier accept- 
stiees ((DZryee v. Evie R. Co., 175 F.2d 58, 63 (CAG, 
it) cent. den. 338 U.S. 861.) 


Appellants propose to flout these settled purposes of a reor- 
ganization. They ask this Court to declare that the reorganized 
company did not emerge from the reorganization proceeding 
with its liabilities defined; that on the contrary and in spite of 


efforts extending over a period of eleven years by the Interstate 


Commerce Commission, by the court below, by this Court and 
fhe Supreme Court, the company emerged from reorganization 
with an undefined and undisclosed liability of $17,201,739.00, a 


liability, moreover, to be paid in cash by a reorganized company 


Whose first mortgage bond issue was limited to $10,000,000 and 
which was permitted to have no other fixed interest charge. This 
juggestion, if accepted, would render ridiculous the efforts in 
the reorganization to define the liabilities of the new company. 
No court has ever intimated that the fundamental purposes of a 


: 


eorganization could thus be frustrated and defeated. 


50See also: McColgan v. Maier Brewing Co., 134 F.2d 385 (C.C.A. 9, 
3943) cert. den. 320 U.S. 737; Black v. Richfield Oil Corp., 146 F.2d 801 | 
(CCA, 9, 1944) cert. den. 325 U.S. 867; In re Colorado & S. R. Co., 84 
R Supp. 134 (D.C. Colo. 1949) cert. den. 338 U.S. 847; Beckley v. Erie R. 
00., 175 F.2d 64 (C.A. 6, 1949) ; Standard Steel Works v. American Pipe 
moreel Corp., 111 F.2d 1000 (C.C.A. 9, 1940); North American Car 
torp. v. Peerless W. & V. Mach. Corp., 143 F.2d 938 (C.C.A. 2, 1944); 
n te Peyton Realty Co., 148 F.2d 771 (C.C.A. 3, 1945); Mohonk Realty 
1orp.v. Wise Shoe Stores, 111 F.2d 287 (C.C.A. 2, 1940). 


| 
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B. An Unauthorized and Unapproved Claim for Payment of an 
Administrative Expense Cannot Be Enforced. : 
If appellants’ claim were a claim against the debtor, it would 
be barred by the specific provisions of Section 77(f£).°* As a 
claim for payment of an expense of the reorganization proceeding, 
it is in no better position. 


1. A COURT TRUSTEE CAN INCUR NO LIABILITY WITHOUT COURT 
APPROVAL AND SECTION 77 AND THE ORDERS IN THE WESTERN 
PACIFIC REORGANIZATION SO PROVIDE. 

The reorganization trustees, as court officers, had no power 
to incur any liability to appellants for a “tax saving” payment ° 
or otherwise except by express authorization of the reorganization 
court. This is settled. ‘“The receiver being an officer of the court, 
and acting under the court’s direction and instructions, his powers 
are derived from and defined by the court under which he acts. 
He is not such a general agent as to have any implied power, and 
his authority to make expenditures and incur liabilities—like the 
one in question—must be either found in the order of his ap- 
pointment, or be approved by the court, before they acquire 
validity, and have any binding force upon the trust.” Chicago 
Deposit Vault Co. v. McNulta, 153 U.S. 554, 561, 14 S.Ct. 915, 
918 (1894) ; Farmers’ Loan G Trust Co. v. Central Railroad Co., 
7 Fed. 537, 539 (C.C., D. Ia. 1880). The rule is strictly applied. 
In Northern Finance Corp. v. Burns, 5 F.2d 11 (C.C.A. 8, 1925), 
a receiver without prior authority borrowed funds to pay taxes due 
from the estate.. The claim of the lender for the amount of the 


51Section 77(f) reads in part: 

“The property dealt with by the plan, when transferred and conveyed 
to the debtor or to the other corporation or corporations provided for 
by the plan, or when retained by the debtor pursuant to the plan, shall 
be free and clear of all claims of the debtor, its stockholders and 
creditors, and the debtor shall be discharged from its debts and lia- 
bilities, except such as may consistently with the provisions of the 
plan be reserved in the order confirming the plan or directing such’ 
transfer and conveyance or retention, * * *,” 
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loan was denied. In Byrnes v. Missouri National Bank, 7 F.2d 978 
(C.C.A. 8, 1925), a receiver, authorized to borrow $150,000.00, 
borrowed an additional $2,000.00. A claim for the $2,000.00 was 
disallowed. In Iv re Erie Lumber Co., 150 Fed. 817 (SD. Gay 
1906), merchants furnished goods to a receiver who had no court 
authority to buy. They were denied compensation. In Union Trust 
Co. v. Illinois Midland Co., 117 US. 434, 6 S.Ct. 809 (1886), 
the Supreme Court invalidated a claim for $29,000.00 created 
by a receiver. without prior court approval. 

This principle requiring court sanction to create a liability of 
the estate was approved by Congress for railroad reorganizations. 
Section 77(e) says that the reorganization plan must provide 
“for the payment of all costs of administration and all other al- 
lowances made or to be made by the judge.” And it was expressly 
recognized in the Western Pacific proceeding. The reorganization 
court (Ex. D. 20, R. 1908), authorized the debtor to continue 
its railroad business and provided: 

“The authority given by the foregoing shall not include 
authority to incur expense, other than such as is necessary 
in the course of the usual and ordinary maintenance and 
operation of the debtor’s property. Any extraordinary ex- 
pense and expense incident to reorganization of the debtor 
shall be subject to the prior approval of the Court.” (R. 
1910) (Emphasis supplied.) 


.s provision was affirmed in the order appointing the reor- 
‘ganization trustees and transferring the railroad properties to 
Biem (Exs. D. 21, D. 22, R. 1916, 1923). An unprecedented 
liability of $17,201,739.00 is certainly an ‘extraordinary ex- 
}pense.”” As such, it could not be incurred without “the prior ap- 
proval of the Court.” No such approval was ‘provided. Accord- 
ingly, appellants’ claim never became a valid obligation of the 
[trustees or the estate. To obtain strict judicial supervision of all 
‘expenses connected with a reorganization was one reason for 


| 


14 | 
substituting Section 77 for the traditional equity receivership. , 
Leiman v. Guttman, 336 US. 1, 69 S.Ct. 371 (1949). The policy 
is extremely rigid—so much so that it has been extended to fees 
and allowances which are not to be paid from the assets of the» 
estate. Lezman v. Guttman, supra. Appellants ask this Court to 
repudiate this firm policy. 


d 


2. THIS COURT HAS SPECIFICALLY HELD THAT UNAPPROVED CLAIMS 
FOR ADMINISTRATIVE EXPENSES CANNOT BE ENFORCED. 
In McColgan v. Maier Brewing Co., 134 F.2d 385, 387 (CC 
9, 1943) this Court said: 


“Upon confirmation of the plan for composing the debts’ 
of the Maier Brewing Company, the receiver was discharged 
and the property unconditionally turned back to the corpo- | 
ration. Does the property so returned remain liable for 
debts incurred by the receiver in the course of administra- 
tion? We understand not, unless the court has so directed.” 


In that case properties of the Maier Brewing Company were op- 
erated by a bankruptcy receiver from June, 1932, until September, 
1938, when, following the approval of a plan of composition, 
they were returned to the company. In December, 1940, creditors 
of the company petitioned for a Chapter X reorganization and 
a trustee was appointed. In the reorganization proceeding the 
California State Franchise Tax Commissioner filed claims for 
franchise taxes due for the taxable years 1933 to 1937 inclusive. 
It was recognized that these taxes were an expense of adminis- 
tration of the earlier receivership but the Court held that since 
the California Commissioner had not filed a claim in that te- 
ceivership they could no longer be collected. The Court said: 
“Of course if these taxes had been assessed and a claim 
made upon the receivers for their payment they would, 
like administrative expenses generally, have occupied a pre- 


ferred status. But the statute does not dispense with the 
necessity for making timely demand for their payment in 


1D 
the receivership proceeding. As much now as in the past 
orderly procedure requires that administrative expenses be 
settled while the property yet remains in the custody of the 
court.” (134 F.2d 388.) 


Every consideration which influenced this Court in the McCol- 
gan case is equally applicable in this proceeding. Here, as there, 
the orderly administration of the estate requires that claims for 
administrative expense be filed. Here, as there, the new investors 
in the new company are entitled to have a precise definition of 
the liabilities of that company. Here, as there, the persons who 
participate in the reorganization as creditors or otherwise are 
entitled to an exact statement of the assets available for the new 
concern. Compare the recent three-judge court decision in In re 
Colorado & S. R. Co., 84 F. Supp. 134 (D.C. Colo. 1949) cert. 
den. 338 U.S. 847, in which it was held that claims of the 
United States for taxes for periods prior to and during the re- 
organization were both barred by a failure to present them.” 


The cases are clear. A claim for payment of an administrative 
expense must be presented, if it is to be paid, to the court in 
UF pe of the administration. Appellants failed to present their 
ilaim. It cannot be paid. 


| 


3. THE ASSUMPTION AGREEMENT DOES NOT PROVIDE FOR PAYMENT 
OF APPELLANTS’ CLAIMS. 


I In the fall of 1944 and after the railroad properties had been 
perated by the trustees for nine years, the reorganization was 
- near completion to justify a return of the properties 
0 the reorganized company. On November 27, 1944, the reor- 


in th. the court below appellants relied upon Texas and Pacific Railway 
co. v. Johnson, 151 U.S. 81, 14 S.Ct. 250 (1894) and Texas and Pacific - 
Railway Co. v. Bloom, 164 es: 636, .17 S.Ct. 216 (1897), two cases aris- 
ng out of a single railroad receivership in which it was held that the old 
sompany was responsible for the debts of the receiver. The decisions are 
2xplained by the fact that the properties were returned without any reor- 
anization taking place. 


if 
| 
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ganization court directed the revestment effective as of December 
31, 1944 (Ex. P. 14, R. 1711, 36-108). It was contemplated, of 
course, that the trustees would thereafter be discharged. Since 
all assets of the estate were to be transferred to the new company, 
some provision had to be made to find funds for the actual pay- 
ment of the approved and outstanding obligations of the trus- 
tees. Under such circumstances it is conventional for the new 
company to provide the funds required to pay the trustees’ rec 
ognized debts and the reorganization court directed the execution | 
of an agreement so providing. The language was broad in order 
to give the trustees full protection against personal liabilities after: 
they had completed their duties and. received their discharge.*? 
The contention of appellants is that the obligation to make “tax 
savings” payments was “an obligation incurred by the Trustees 
in their operation of the debtor’s estate and was an obligation 
assumed by the defendant * * *” (Supp. Compl. par. Eleventh, R.! 
224). Appellants argued in their trial briefs that the assumption 
agreement relieved them of the necessity of presenting their claim 
to the reorganization court. The suggestion is not repeated. In 
any event, it has no validity. There are many reasons. 

First. The purpose of the assumption agreement was to pro- 
vide money for the discharge of recognized debts and to provide 
the trustees with personal protection. It was not to undo all the’ 
work of the reorganization by giving validity to an undisclosed 
claim of $17,000,000.00. ~ 

Second. The reorganization court, in directing the execution 
of the assumption agreement, did not eliminate the necessity that 
expenses of administration be approved by the court. On the con- 
trary it expressly reaffirmed that requirement. Paragraph 10 of © 
the order of November 27, 1944, directing the execution of the | 


assumption agreement, provides in part: 


53For the text of the assumption agreement see R. 77-78. 
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“10. The Western Pacific Railroad Company shall pay, 
im such amounts as have heretofore been, or shall hereafter 
be determined by this Court, but only to the extent that the 
same shall not have been paid by the debtor’s Trustees, a// 
expenses and costs of administration of this proceeding, 
* * *” (Emphasis supplied.) (R. 50.) 


Third. Appellants’ argument is, in effect, that the reorganized 
‘company agreed to assume and discharge a// obligations of the 
trustees. The reorganization court made it clear, however, that 
the assumption agreement should not be so understood. In di- 
irecting the execution of the agreement the Court described it as 
follows: 

“(a) agreement providing for the assumption of certain 


obligations, liabilities, contracts, agreements and leases of 
the debtor and the debtor’s Trustees, * * *” (R. 46) 


and went on to say: 

| “* * * and said Railroad Company shall assume only the 

| valid and outstanding obligations and liabilities of the 
debtor or the debtor's Trustees, * * *” (Emphasis supplied.) 
(R. 50) 


{The references in the order to “certain obligations” of the trus- 
tees and to “the valid and outstanding obligations” of the trus- 
tees make it clear that it was never intended that the assump- 
tion agreement should obligate the reorganized company to pay 
: all obligations of the trustees. 
; Fourth. Since the result of appellants’ failure to obtain court 
approval of their claim is that the claim never became an obliga- 
jton of the trustees (this brief p. 68), appellants could not re- 
rover even if the assumption agreement were construed to refer 
0 all trustee obligations. 
Fifth. The reorganization court had no power and it did 
hot intend by the assumption agreement to eliminate the require- 
nent of Section 77(e) that costs of administration be approved 
y the court. 


| 
| 
| 


78 
Sixth. The reorganization court had no power and it did 
not intend by the assumption agreement to violate the require- 
ment of the plan of reorganization that 
“Claims against the debtor, entitled to priority over any 
mortgage of the debtor, current liabilities and obligations 
incurred by the trustees of the properties of the debtor dur. 
ing the reorganization proceeding, and expenses of reor- 
ganization allowed by the court within the maximum fixed 
by this Commission shall be paid in cash or assumed by the 
reorganized company, * * *. The reorganized company shall 
be deemed to have assumed the executory contracts of the, 
debtor which by their terms do not terminate at or prior to. 
the conclusion of the reorganization proceeding and which 
shall have been affirmed or shall not have been disaffirmed 
by the trustees of the properties of the debtor with the ap- 
proval of the court prior to the confirmation of the plan, 
and also any executory contracts made by the trustees of 
the properties with the approval of the court which by ther 
terms do not terminate at or prior to the conclusion of the 
reorganization proceeding.” (Emphasis supplied.) | 
(Subdivision Q, Western Pacific R. Co. Reorganization, 
233 I.C.C. 409, 452-3.) 


Appellants’ claim if presented to the reorganization court would 
have been a claim of the right to an executory contract with the 
trustees for payment of “tax savings.” Subdivision Q required 
specific court approval. The provision for “current liabilities and 
obligations” refers to obligations which arise in the ordinary 
course of business and are payable currently.** It contemplates 


54In Lackawanna Iron & Coal Co. v. Farmers’ Loan & T. Co., 176 US. 
298, 316, 20 S.Ct. 363, 369 (1900), the Supreme Court distinguished . 
current debts from “extraordinary expenditures outside of the ordinary 
course of business * * *,’ 

Representative definitions of “current liabilities” are: 
Securities and Exchange Commission (Regulation S-X, Rule 3.14): 

‘All amounts due and payable within one year shall in general be 
classed as current liabilities.” 


Accountant's Weekly Report, Vol. 6, No. 1 (Sept. 29, 1947): 
‘Current Liabilities’ means ‘debts or obligations, the liquidation | 
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jthat such liabilities and obligations would be incurred with the 
‘sanction of the reorganization court and in any event it could not 
refer to an extraordinary claim such as this. 

_ An assumption agreement in a reorganization proceeding has 
a limited and well understood purpose. It operates within and not 
‘beyond the framework of the reorganization. It does not give 
‘validity to claims otherwise invalid or give vitality to claims 


which have been barred. 


‘C. Appellants’ Claim Is Barred and Enjoined by the Final Orders 


: of the Reorganization Proceeding. 


| The revestment order of November 27, 1944 (Ex. P. 14, R. 
136), and the final order of March 28, 1946 (Ex. D. 32, R. 2013) 
leach contain provisions of discharge and injunction. Those pro- 
visions bar appellants’ claim. The revestment order provided 
)(Par. 11, Ex. P. 14, R. 51-52) that the assets of the reorganized 
“company were to be: 


“free and clear of all rights, claims, liens and interests of 
said Trustees, the former stockholders and creditors of the 


debtor, and of all other persons * * * except as is otherwise 
provided in this order, and the said Railroad Company shall 
thereupon be forever released and discharged from all of 


| its debts, obligations and liabilities, except as herein pro- 
| vided;” 
4 


-aragraph 15 of the same order enjoined all persons from: 


| “15. * * * in any manner whatsoever disturbing any 
part of the assets, -goods, moneys, railroad, properties and 

_ premises belonging to or in the possession of said Railroad 
- Company * * * by reason of or growing out of any obliga- 
tion or obligations heretofore incurred by the debtor or the 
debtor’s Trustees herein.” (R. 59-60) (Emphasis supplied.) 


or payment of which is reasonably expected to require the use of ex- 
isting resources properly classifiable as current assets or the creation 
of other current liabilities.” 
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Thus, the assets of the reorganized company were discharged 
from and by injunction protected against the assertion of any 
claim, except as expressly reserved, arising out of an obligation 
of the trustees. No provision in the order protects and conserves 
unapproved claims for payment of administrative expenses. On 
the contrary by paragraph 20 of the order (R. 61-62) the reor- 
ganization court expressly reserved jurisdiction to consider and 
determine the validity of any such claim as appellants now 
present: | 

“sk + 3 and this Court expressly reserves jurisdiction to 


determine all costs and expenses of administration * * *,” 
(Exe Po 14) Ro 62) 


The effect of the revestment order is clear. With certain reserva- 
tions, it barred all claims against the reorganized company on 
account of obligations of the trustees, expressly reserving to the 
court, however, the power to consider and approve claims for 
payment of expenses of administration. 

The reorganization proceeding was not closed until March 28, 
1946 (Ex. D. 32, R. 2013), long after all the tax returns in issue: 
here had been filed (Exs. P. 5A, 5B). Appellants never took 
advantage of the opportunity to present their claim. Accordingly 
and in due course the court by its final order permanently’ 
enjoined the assertion by appellants or anyone else of any such! 
claim as is here presented. Paragraph 6 (Ex. P. 32, R. 2017- 
18) of that order provides: 


“All persons * * * are hereby perpetually restrained and 
enjoined from instituting * * * against The Western Pa- 
cific Railroad Company * * * directly or indirectly, on ac- 
count of or based upon any right, claims or interest of any’ 
kind or nature whatsoever which any such person, firm of 
corporation may have had in, to or against the Debtor, of 
any of its assets or properties, on or before December 28, 
1944 (except as specifically provided for or permitted Hy 
prior order of this Court), * * * and from interfering with 
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or taking steps to interfere with said Company, its officers 

and agents, or the operation of the lines of railroad or 
| properties or the conduct of the business of said Company, 
by reason or on account of any obligation or obligations in- 
curred by the Debtor or by the Trustees of the Debtor's 
estate on or before December 28, 1944 (except as specifi- 
cally provided for or permitted by prior order of this 
Sourt), and * * * from prosecuting * * * against the 
said Company, its agents or attorneys, any suit or proceed- 
ing arising out of, or based on, any act or acts done or 
omitted to be done in putting into effect and carrying out 
the plan of reorganization or any order of this Court entered 
in these proceedings.” 


“Appellants claim is squarely within and in violation of the in- 
me provisions of this order. Paragraph 6 protects the re- 
organized company from claims based upon obligations of either 
the debtor or the reorganization trustees, except as specifically 
approved or expressly reserved. This claim is a claim based upon 
an alleged obligation of the trustees which was neither approved 
nor reserved.** It is therefore enjoined. 


The reorganization proceeding is a complete and insurmount- 
Able bar to any recovery by appellants in this action. It is a bar 
pecause appellants’ claim is contrary to the policy of Section 77 


55The reference in the order to December 28, 1944, is of no assistance to 
ippellants. From and after that date the railroad properties were to belong 
o and be operated by the reorganized company. Thus, by reference to 
‘laims “‘by reason of or on account of any obligation or obligations incurred 
vy the debtor or by the trustees of the debtor’s estate on or before December 
’8, 1944,” the court referred to the entire period of trustee operation and 
lainly intended to foreclose all claims arising out of or in any way con- 
1ected with that operation. “Tax saving’’ claims relating to 1942, 1943 
md 1944 taxes relate to the period of trustee operation, that is, to the 
eriod prior to December 28, 1944. As such they are within the injunctive _ 
rovisions of Paragraph 6. 
_ Any possibility of doubt as to the intent of the final order is removed by 
he fact that the District Judge who signed the order subsequently construed 
: to bar claims arising during the reorganization period. See in the files of 
BS Court In the matter of The Western Pacific Railroad Company, Debtor, 
p) 12159. 


| 
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and the purpose of the Western Pacific reorganization itself. It 
is a bar because of the settled rule that a claim for payment of 
an expense of administration which is not allowed by the court 
in charge of the estate has no validity. It is a bar because the 
reorganization court by ee provision has enjoined the assay 
tion of any such claim.*® 


D. The Court Below Was Without Power to Modify Orders of the’ 
Reorganization Court. 


Appellants have asked in their pleadings (R. 123-154) that, 
if necessary, there be “a modification of” the final order of the 


reorganization court “so as to permit the prosecution of” their 
alleged cause of action (R. 154). There is no power, how- 
ever, in this Court, or in the District Court sitting in equity, to 
modify the final order or any other order entered in the reorgan-/ 
ization proceeding. Bankruptcy jurisdiction is exclusive. No court: 
other than a court sitting in bankruptcy has jurisdiction to alter, | 


‘6A ppellants’ failure to present their “tax saving” claim in the reorgant- 
zation proceedings also bars the claim under principles of res judicata. A 
litigant who asserts claims against an estate in the hands of a court must in 
the first proceeding assert all of his claims or be forever foreclosed. United 
States v. California G Ore. Land Co., 192 US. 355, 24 S.Ct. 266 (1904); 
Northern Pacific Railway Co. v. Slaght, 205 U.S. 122, 27 S.Ct. 442) 
(1907) ; Montezuma Canal v. Smithville Canal, 218 U.S. 371, 31 S.Ct. 67° 
(1910) ; Estate of Bell, 153 Cal. 331, 95 Pac. 372 (1908) ; Krier v. Kriey, 
28 C.2d 841, 172 P.2d 681 (1946). 

The claim for 1943 is also barred by the statute of limitations. The 1943: 
returns took advantage of the loss of the Corporation (Exs. P. 4A, 4B, 
D. 40). They were filed July 15, 1944 (Exs. P. 4A, 4B). More than two 
years later, on October 10, 1946, this action was filed (R. 5). California 
law determines the applicable period of limitation, Guaranty Trust Co. v. 
York, 326 U.S. 99, 65 S.Ct. 1464 (1945), and since this is an unjust oe 
richment action the two-year statute of Subdivision 1 of Section 339 of the 
California Code of Civil Procedure is applicable. Richter v. Henningsan, 
110 Cal. 530, 538, 42 Pac. 1077 (1895) ; Bray v. Cohn, 7 C.A. 124, 93 
Pac. 893 (1907) ; Trower v. City and County of San Francisco, 157 Cal. 
762, 767, 769, 109 Pac. 617 (1910).; Jacobson v. Mead, 12 C.A.2d 75, 81, 
55 P.2d 285 (1936) ; Lazzarevich v. Lazzarevich, 88 C.A.2d 708, 200 P.2d 
49 (1948). This is true even though the action is filed in equity. 16 Cal. 
Jur. 429, Williams v. Southern Pacific R. Co., 150 Cal. 624, 89 Pac. 599 
(1907) ; Bell v. Bank of California, 153 Cal. 234, 94 Pac. 889 (1908). 


| 
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modify or amend bankruptcy orders. This is settled. In re Watts 
jand Sachs, 190 U.S. 1, 27, 23 S.Ct. 718 (1903) ; Isaacs v. Hobbs 
‘% GT. Co., 282 U.S. 734, 739, 51 S.Ct. 270, 272 (1931) ; Moore 
wv. Scott, 55 F.2d 863, 864-65 (C.C.A. 9, 1932) ; Hanna v. Brictson 


mye CO., 62 F.2d 139, 145 (C.C.A. 8, 1932). 


CONCLUSION 


It is respectfully submitted that the judgment below should 


de affirmed with costs to the appellees. 


Dated: November 15, 1950. 
ALLAN P. MATTHEW, 
JAMeEs D. ADAMS, 
RoBerT L. LIPMAN, 
BURNHAM ENERSEN, 
WALKER Lowry, 
McCuTCHEN, THOMAS, MATTHEW, 


GRIFFITHS & GREENE, 
1500 Balfour Building, 
San Francisco 4, California 


Attorneys for The Western Pacific 
Railroad Company, et al., 
Appellees; 


Everett A. MATHEWS, 
PILLSBURY, MADISON & SUTRO, 
225 Bush Street, 
} San Francisco 4, California 
| A. DoNALD MACKINNON, 
MILBANK, TWEED, HOPE & HADLEY, 
15 Broad Street, 
| New York 5, New York 
ForBEs D. SHAW, 
WHITMAN, RANSOM, COULSON & GOETZ, 


40 Wall Street, 
New York 5, New York 


Attorneys for Western Realty Company, 


Appellee. 
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Appendix A 


WESTERN PACIFIC RAILROAD CORPORATION 


Schedule of Directors and Terms of Service 


1941 to February, 1948 


Period of Service on Board 


August 1, 1935 until his death on February 26, 
1948 (R. 638). 

August 1, 1935 until his death on September 7, 
1942. 

August 1, 1935 to February 1, 1942. 

August 1, 1935 to present date. 

August 1, 1935 until his death on August 22, 
1942. 

August 1, 1935 to February 6, 1942. 

August 1, 1935 to present date. 

January 7, 1937 to December 18, 1941. 

January 7; 1937 to present date. 

January 7, 1937 until his death on April 7, 1941. 

July 5, 1940 to May 1, 1945. 

April 29, 1942 to April 25, 1946. 

September 23, 1942 to present date. 

February 15, 1944 to October 10, 1946. 

May 1, 1945 to present date. 


. C. Nicodemus, Jr. October 10, 1946 to present date. 


(Ex. P. 22, R. 1720) 


WESTERN PACIFIC RAILROAD CORPORATION 


Schedule of Officers and Terms of Service 


1935 to February, 1948 


O fice Period of Service 
President Auguste os5etomFebmimao42 
Secretary August 1, 1935 to Feb. 1, 1942 
Treasurer August 1, 1935 to present date 
President February 1, 1942 to present date - 


Secretary - February 1, 1942 to May 1, 1945 
Vice-President May 1, 1945 to present date 
and Secretary 

(Ex. P27) 
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Appendix B 


1. MATERIAL FROM THE FEDERAL TRADE COMMISSION 


A. Report of the Federal Trade Commission on Public Utility 
Holding Companies.! | 


The Public Utility Holding Company Act of 1935 resulted 
in part from an Investigation of the practices of public utility ' 
holding companies by the Federal Trade Commission. The: 
report of the Commission reads, in part, as follows: | 

Income of holding companies due to methods of handling’ 
Federal income-tax payments——Some holding companies have’ 

' 
collected from their respective subsidiary companies funds with | 
which to pay Federal income tax for all the companies in a! 


group. The total amount of funds collected by the holding com- 
panies from the subsidiaries usually exceeded the amounts actually 
paid by the holding companies. This practice has resulted in any 
unusual, if not unjustifiable, means of income to those holding” 
companies engaging in this practice. | 

During 1923 to 1929, inclusive, The North American Co,, 
from this practice, recorded 1.6 percent of its total income, and 
Associated Gas & Electric Co. recorded 3.3 percent of its total 
income. While New England Power Association, in effect, fol. 
lowed this practice, it added the excess amounts so collected to 
a suspense account and not to income. Cities Service Co. added: 
the amounts collected in following this practice to surplus and 
related accounts. 

Some State commissions engaged in the regulation of gas and 
electric public-utility companies have permitted operating com- 


(1) Summary Report of the Federal Trade Commission to the Senate 
of the United States, pursuant to Senate Resolution No. 83, 70th Cong., Ist 
Sess., on Economic, Financial and Corporate Phases of Holding and Opet- 
ating Companies of Electric and Gas Utilities, Part 72-A, Sen. Doc. No. 
92, 70th Cong., Ist Sess. 
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panies to add the estimated amounts of Federal income tax to 
operating expenses. These estimated amounts are then, in many 
cases, paid to a holding company, which, in turn, files a con- 
es Federal income-tax return. Any saving in tax accom- 
plished through the consolidated return accrues to the gain of 
‘the holding company and is retained. 

The fact that holding companies retain the difference between 
i amounts collected from subsidiaries and the amounts paid 
as income tax indicates that holding companies have not tried 
0 pass on to their subsidiaries the savings which evolve from 

e corporate structure of holding-company groups. Instead of 
subsidiary operating companies having this saving, the operating 
expenses of those companies are inflated by such amounts. The 

riginal amounts charged to subsidiary companies were esti- 
nated on a basis of what those companies would have had to 
PY if individual income-tax returns had been made. Inasmuch 
is the amounts for Federal income tax should never have been 


idded to operating expenses in the first place and were only 


_ amounts, anyway, and also, since the amounts were 
ie excess of the Federal income-tax requirements of the group, 
j would seem that due to this practice there is an inaccurate 


ecording of the true cost of operations of the electric and gas 
iperating companies following this procedure. 


In order to emphasize the extent of collections of estimated 
mounts for Federal income-tax payments from subsidiary com- 


anies, by certain holding companies, over the amounts of Fed- 
‘jral income tax paid by those holding companies, some illustra- 
_jOns are given. 

One illustration of this procedure appears in the report on 
Yew England Power Association. During 1928 and 1929 the | 
Wisiciary companies paid to New England Power Association, 

n the basis of individual Federal income-tax returns, $376,971.36 
1 excess of the amount of Federal income tax paid by the hold- 


| 
| 
| 
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ing company on the basis of consolidated income-tax returns. 

During the years from 1926 to 1929, inclusive, Associated Gas 
& Electric Co. recorded a gain, due to this procedure of handling 
Federal income tax, of $2,938,513.12. It is significant to note that 
Associated Gas & Electric Co. paid no Federal income tax what- 
ever during the years from 1926 to 1929, inclusive, although, of 
course, Associated Gas & Electric Co. may be subject to assess- 
ments in subsequent years for the said period. Also, New Eng- 
land Gas & Electric Association, affiliated with Associated Gas 
& Electric Co., recorded during 1927 to 1929, inclusive, as in- 
come $514,662.99 on the basis of the plan explained above, but 
no Federal income tax was paid by New England Gas & Electric 
Association to the United States Government. 

An outstanding illustration of this procedure is shown in the 
report on Cities Service Co. During the years from 1922 to 
1930, inclusive, Cities Service Co. collected from its subsidiaries 
$11,611,601.35 for Federal income taxes. During this period, 
Cities Service Co. paid Federal income taxes on the basis of a. 
consolidated income-tax return in the sum of $1,745,220.98. The 
excess amount collected over the amount paid by Cities Service| 
Co. was $9,866,380.37. { 

As a further illustration, The North American Co. recorded” 
as income $324,915.17 in 1927, $675,000 in 1928, and $275,000 
in 1929, or a total of $1,274,915.17 in the 3 years, from han-) 
dling Federal income-tax payments in the manner previously 
described. 

This Commission considers that there should not be added to 
operating expenses of electric and gas utility companies any 
amounts paid as Federal income tax. The amounts paid as Fed- 
eral income tax should be deducted from the net income on 
which the tax was calculated. 

Holding companies are not justified in recording as income 
the savings from this procedure of handling Federal income-tax 
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,payments. The subsidiary companies in a holding-company group 
are entitled to the benefit of any savings to the group due to 

filing a consolidated income-tax return. Only the amount of 

‘Federal income tax paid by a holding company on the basis 
of a consolidated return should be borne, in proportion to the 
taxable income, by those companies having taxable income, for 
pwhich companies a consolidated return was filed. Stated differ- 

cently, each company in a holding-company group should pay 
only its pro-rata share of the tax paid for the group. Then no 

Bin from this source would be derived by holding companies. 

The pro-rata amount of the total Federal income tax, paid by 


an operating subsidiary company, should be properly treated on 
the books of the operating companies. These amounts are not 


r gas (pp. 477-479). 


The Commission further stated :* 


i part of the costs of producing and distributing electric energy 


(2) Direct Statutory Inhibitions 


‘| The more usual and long-established method of feaeee 


a directly and specifically prohibits certain practices, with 
_ toper penalties, cannot be overlooked in discussing remedies 


‘or the present utility holding company situation. This means 


hat a separate statute should be drawn which makes felonies 
yt misdemeanors of the disclosed abuses so far as they may be 
veached under Federal jurisdiction. That is to say, it would 

iBpy to all utility corporations or their holding companies and 
ifiliates or subsidiaries which are engaged in interstate com- 
Bice or which directly affect such commerce. It is believed ‘such 
egislation can be made to cover situations where a holding 


Ompany controls in any degree the acts and policies of cor- 


(2) Summary Report of the Federal Trade Commission to the Senate 
f the United States, pursuant to Senate Resolution No. 83, 70th Cong., 
st Sess., on Holding and Operating Companies of Electric and Gas Utili- 
Hes, Part 73-A, Sen. Doc. No. 92, 70th Cong., 1st Sess. 
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porations in different States although no one of them operates — 
in more than one State. The privilege of the mails may also be | 
denied as to all matter and transactions intended to promote | 
or carry on the enumerated abuses. 
The recommendations immediately following relate primarily 
to protection of the rate-paying public. 
* * * 5. A proper amendment to the Federal income-tax — 
law to prevent collection of anticipated income taxes from | 
operating subsidiaries by holding companies and nonpayment to — 
the Government; also to prevent evasion of such taxes through | 
various forms of so-called ‘reorganizations’, carried on largely | 
within the holding company groups and often primarily for the 
purpose of such avoidance. In a single instance such avoidance 
involved a cash profit of over $9,000,000 (pp. 69-70). 


| 
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: Il. MATERIAL FROM THE SECURITIES AND 
EXCHANGE COMMISSION 


A. Excerpts from Securities and Exchange Commission Release 
No. 53, Accounting Series: 


For Release in MORNING Newspapers 
1G Friday, November 16, 1945 


SECURITIES AND EXCHANGE COMMISSION 
{ Philadelphia 
Securities Act of 1933 
| Release No. 3100 


Securities Exchange Act of 1934 
Release No. 3750 

Public Utility Holding Company Act of 1935 
Release No. 6200 


Accounting Series 
Release No. 53 


| IN THE MATTER OF “CHARGES IN LIEU OF TAXES” 
. * * * % * * * 


VI 
i THE TREATMENT OF “TAX SAVINGS” IN FINANCIAL 
| STATEMENTS FILED WITH THIS COMMISSION 


. | Cases involving the treatment of so-called “tax savings’ in 


| (23) We think it undesirable in principle and possibly misleading to 
 efer to this problem as involving ‘tax savings’’ although due to the gen- 
' tal use of the term in this sense we have adopted that nomenclature here. 
_|t seems to us that the term “tax saving’’ is apt to connote some sort of 
'tandard or normal tax law and a standard or normal earnings year to 
vhich that law applies. The facts are, of course, that there has not been 
static or standard or “normal” tax law or tax status; nor has it been 
sossible except in most unusual cases to characterize any particular fiscal 
ear of a company as a “normal earnings’ year, from which all others are 
9 be regarded as departures. Under such conditions, each year’s tax is 
vhatever happens to result from the application of the computation for- 
qula, provided by the tax law of that year, to the sum total of taxable 
ransactions and tax deductions resulting from whatever business may have 
een done in that particular year. Moreover, the past few years during . 
which the term and the problem of ‘“‘tax savings’’ appeared have clearly 
een unusual in nearly every respect. Finally, if the phenomenon in ques- 
‘on is to be described as a ‘tax saving’’ it would seem necessary to describe 
\S a “tax loss” the failure to. carry through a transaction which it can be 
- would have resulted in a “tax saving.’’ And if taxes in one year are 
igher should not that increase itself be considered to be a “tax loss.’’ Our 
‘rong preference is to describe the problem as involving “tax reductions.” 


| 
| 
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financial statements have arisen with increasing frequency in 
recent months. For that reason, as stated earlier, we feel it 
desirable to state our views as to the treatment to be accorded 
such items in statements filed with us and to point out the 
reasons which have led us to those conclusions. 
x * * * * * * 
We now examine the contention that income taxes should be 
allocated “‘as other expenses are allocated.” The accountants 
who appeared before us cited to us no other expense which, for 
general accounting purposes, is allocated in the manner pro- 
posed for income taxes, nor have any such instances otherwise 
come to our attention. We note, moreover, that in a dissent to ' 
the bulletin mentioned earlier it was stated: 


‘No expense other than federal income and profits taxes” 
is allocated on the basis of applying to a given transaction | 
so much of the expense as would not have occurred if the. 
transaction to which the expense is attributed had not, 
taken place. The usual method is to allocate a total expense 
tatably to given accounts or transactions on a consistent 
basis.” 


The illustrations of expense allocation cited to us by the : 
certifying accountants in this case appear to us to support the’ 
above statement. In each case cited there was an expense actually 
incurred that was first allocated to the period under the usual | 
acctual principles and then distributed over a number of ; 
accounts. In no case was there an estimate made of what the 
expense would have been under other conditions. In no case~ 
cited, was there a distribution of an expense to several accounts 
by means of what can be termed an algebraic formula in which 
a negative sum is credited against one item to offset the positive 
charge to another item of an amount in excess of the actual: 
expense. We do not regard such a treatment as an appropriate 
means of allocating income taxes in financial statements which 
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| purport to reflect the actual results of operations. We have 
jdoubt indeed that such a method can properly be termed an 
allocation at all, as that term is customarily used. 

_ We note, in passing, moreover, that in the examples of 
expense allocation cited to us there existed a direct, almost 
physical association between the item being allocated and the 
\item to which it was charged. For example, in the case of real 
“estate taxes allocated to construction the tax item is directly and 
closely related to the construction. Likewise, in the case of 
Ri ccace fees, and stamp or transfer taxes, the tax item is 
closely and directly related to the specific transaction. In both 
- moreover, the tax is independent of any other transactions 
of the company. Nor is there any attempt made to increase in 
‘the course of the allocation the amount of such taxes to an 
Be imated sum. We feel therefore that such illustrations can not 
. properly be cited in support of the proposed treatment for income 
_ taxes. : 

It is also sometimes pointed out that “‘cost’” in the case of 
securities or property acquired is generally considered to be the 
. sum of the purchase price plus incidental costs such as brokerage 

and any specific taxes paid by the buyer and that on sale the 


oroceeds are computed as the selling price less incidental deduc- 
sions such as commissions or any specific taxes paid by the seller. 
3y analogy and in justification of the proposed treatment of 
‘\ncome taxes it is frequently urged that a so-called “tax saving” 
nust be allocated or attributed to or ultimately associated with 
particular losses or expenses because the tax consequences of 
he transaction involving the loss or expense were a motivating 
‘actor in arriving at the decision to consummate it. Thus, it is 
daimed that a property would not have been sold but for the - 
‘tax saving” thereby effected and that for this reason it is proper 


0 consider that the true “loss’’ on the sale is not the excess of 
| +4 over selling price but is equal instead to the difference 


| 
\ 
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between cost on the one hand and selling price plus ‘‘tax saving” — 


on the other. We do not believe such an analogy is sound and — 


we cannot accept that analysis as a basis for reporting the results 


of actual operations. It is undoubtedly true that the tax conse — 


quences of selling a property often are an important considera-_ 


tion in arriving at the decision to sell, and may in some cases — 


have been a deciding factor. However, tax consequences un-— 


doubtedly play an important role in the making of a great 
variety of decisions involving the incurrence and amounts of 


purely operating expenses such as advertising, wage rates and 


bonus plans. Yet it can hardly be argued that wages or bonuses — 


or advertising are to be reported as less in amount because 


income taxes would have been higher if the amounts spent on — 


such items were less. We see no basis for adopting a different 
approach in figuring the “loss” involved in a sale of property. 
We feel instead that there has been a loss of the full difference 
between cost and selling price coupled with a tax benefit which 
is properly reflected in the lower taxes actually paid. We feel 
that the proposed treatment of income taxes tends to obscure 
these facts and that the treatment of income taxes required by 
our rules and heretofore almost universally followed clearly 
discloses what has taken place. Where the tax paid for the year 
is unusual in amount because of unusual conditions, an appro- 


priate explanation would be called for as is now required in the | 


case of other unusual events. 

As to this last principal contention urged by the certifying 
accountants (that income taxes are an expense that should be 
allocated as other expenses are allocated) we feel, first, that 
there is grave doubt whether income taxes can properly be con- 
sidered as an expense in the same category as the cost of 
materials or wages, and, second, that the treatment proposed 
does not result in the allocation of income taxes “as other 
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expenses are allocated.” We feel instead that the proposed 
| treatment is purely an effort to have items shown in the income 
statement at what is considered to be a “normal” amount. We 


‘note that this objective is clearly expressed as a prime purpose 
of the method in the bulletin referred to earlier which states 
mep. 185: 


t 


“As a result of such [unusual] transactions the income 
| tax legally payable may not bear a normal relationship to 
| the income shown in the income statement and the accounts 
| therefore may not meet a xormal standard of significance.” 


(Emphasis supplied ) 


There are, finally, a number of difficulties involved in the 
proposed treatment of income taxes that deserve mention even 
though they are not directly related to the specific contentions 
put forward by the certifying accountants in the case. 

The first involves the prepatation of general statistical data 
from financial reports. Under the method proposed, it is per- 
missible to show, as taxes, an amount in excess of the taxes 
payable. If such items are totalled for a period of years or for 
groups of companies, they may well be used as evidence of the 
aggregate amount of taxes paid by the company or by the 
industry. Obviously any such representation is erroneous and 


will misstate, often very materially, the underlying facts. We 
feel that we should not permit the filing with us of income 
statements which readily permit, if they do not actually invite, 
such misuse. Even a ‘‘charge in lieu of taxes” may result in 
istorted overall statistics since it operates to reduce net income 
after taxes and so affects the ratio of actual taxes to net income. 
If the offsetting credit is netted against a surplus charge the dis- 


_ may be permanent.*° 


| (35) Under one variant of the practice no change is made in final net 
ncome. In the statements originally filed in the instant case, for example, 
aart of the amount included as a charge among the operating expenses rep- 
resented a $609,949 reduction in income taxes due to the taking for tax 
purposes of accelerated amortization of emergency facilities at the rate of 
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The second and somewhat technical problem is the difficulty 
of the computation. It is usual in contemplating the tax con- 
sequences of a proposed transaction to treat it as an incremental 
or marginal item. Where tax rates are graduated, this results 
in associating the marginal income or expense with the highest 
tax bracket. It is questionable, whether such a principle is realistic _ 
when applied to the results of operations for a completed year. 
Net taxable income is a composite of all taxable income and all | 
deductible items applicable to the period. The propriety of 
singling out any specific item as the item which is taxed in the. 
highest tax bracket, is doubtful. Moreover, in applying the 
theory to losses and expenses it would appear that the existence | 
of a reduction in taxes is due not only to the expense but is 
equally dependent on the existence of taxable income to offset 
the expense. It would appear possible that some part of the bene- 
fit from the ‘“‘reduction” ought to be attributed to the existence - 
of income.** Even if this point be waived, however, there has — 


20% a year while in the financial statements only normal depreciation was 
being accrued. See p. 11 supra and Exhibit A. In the original statements 
this $609,949 was added back as the last item in the account. This internal 
in-and-out treatment appears to us to suffer from all of the difficulties we 
have discussed even though no change results in the amount of “net in- 
come.” In our opinion, an overstatement of operating expenses is not cor- | 
rected by “adding back” the amount of the overstatement at a later point | 
in the income statement. Such treatment is in our view artificial and de- . 
ceptive to all but the most experienced reader. While there may be some - 
grounds for crediting such reductions in taxes to a special amortization 
reserve there is none for the equivocal practice here followed. 


(36) We note the customary solution of a somewhat similar problem 
that arises when a group of companies files a consolidated tax return. In 
assigning to each constituent its fair share of the consolidated tax paid by” 
the group it is usual to divide the actual tax among the companies who . 
would have had to pay a tax on an individual basis. If one of the included « 
companies operated at a loss, the consolidated tax is of course reduced, ' 
but ”o part of the “saving” is ordinarily paid over to the loss company 
by the other members of the group. Instead, only those contributing income 
to the consolidated return share directly in the benefit of the current reduc © 
tion. This principle is incorporated in our Rule U-45 under the Public 
Utility Holding Company Act. 


: Appendix 13 
been no satisfactory analysis presented of the effect to be given 
i to the carry-back, carry-forward provisions of the present income 
‘* law. Without exploring all of the possible difficulties, one 
case may be cited. Suppose that a loss has been charged to surplus 
but is deductible for taxes. Suppose further that in accordance 


with the present proposal there is charged to income, as pro- 


{ 
| 
| 


\ 


‘vision for taxes, the amount of $200,000 although the actual 
x amounts to only $50,000. If in the next year the company 
suffers an operating loss of $500,000, then in view of the carry- 
iback provisions the reader of the two income statements would 
reasonably expect to find a carry-back refund of $200,000—the 
amount shown as taxes in the first year. However, obviously no 
more than $50,000 would actually be refundable. The question 
arises whether having overstated taxes in the first year it is not 
necessary, to be consistent, to overstate the refund in the second 
year. Finally, there are the permutations in the computation where 
a company pays taxes as a member of a consolidated group. In 
_jaddition to the allocation of the actual tax paid among the several 
companies in the group, the proposed treatment raises the difficult 
question of whether the amount of the so-called “saving” is to 
‘be computed on the basis of a company’s individual status or on 


| 


that of the consolidated group and, once this is decided, of 


whether to allocate this “‘saving’’ as between the several com- 
‘panies or attribute it solely to the company having the deduction 
—even though perhaps it itself contributed no taxable income! 
| The third difficulty is the propriety of singling out the income 
tax item for adjustment on the ground that it does not bear a 
“normal” relationship to the income reported. Particularly, 
under conditions like the present, many if not most of the 
income and expense items bear unusual relationships to each. 
other. Under the influence of the war sales volumes are often 
very high. Maintenance may be very high due to continuous 


Operation of the plant, or very low because of the inability to 


| 
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obtain materials and labor, or very high because of the use of 
inexperienced labor and the inability to get new machinery, of 
very low because operations cannot be stopped long enough to 
make thorough-going maintenance possible. Selling costs may be 


————— SC 


very low because of the volume of war business or very high 
because of the use of advertising to keep restricted products in | 
the public’s mind. With many items of income and expense apt . 
to be out of line, there appears to be little justification and a_ 
good deal of danger in singling out one item for adjustment. 


Ill. MATERIAL FROM THE NATIONAL ASSOCIATION OF 
RAILROAD AND UTILITIES COMMISSIONERS 


A. Excerpts from the 1943 Report of the Committee on Accounts 
and Satistics of the National Association of Railroad and — 
Utilities Commissioners. 

The subject of federal income and excess profits taxes has 
reached an importance in utility regulation requiring our constant 
consideration. | 

It has come to our attention that some utilities are including . 
in the expense accounts for taxes, as a part of the accrual for 
federal income and excess profits taxes, amounts which they do — 
not pay because of advantage gained by them from certain 
statutory deductions. We wish to call to your attention the fact 
that only the amount which it is anticipated will actually be . 
payable for federal income and excess profits taxes can be im — 
cluded in the expenses of a public utility under the systems of 
accounts now in effect. The so-called “provision in lieu of taxes” 


amount of taxes which would have been payable, had certain | 


may not be entered as an expense of the utility, nor may the 


statutory deductions not been available, be recorded as the tax ~ 
expense. 

In view of the importance of such taxes, the Committee has 
endeavored to prepare a report form that will present to the 
regulatory commissions such information as it must have for 


: 
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an adequate understanding of the impact of federal income 
‘taxes. Our endeavor is to prepare a form that will not involve 
substantial additional work and still will provide the necessary 
information. A draft of such form was prepared by the conferee 
representing the Michigan Commission (Mr. C. R. Angell) and 
eS said draft has been discussed at our meetings. Such discus- 
sion has brought out certain difficulties which it is hoped will 
‘i be overcome. After the said report has been prepared to 
the satisfaction of the Committee, it will be circulated among all 
: lof the member commissions for their attention (pp. 255-56). 


'B. Excerpts from the 1945 Report of the Committee on Accounts 
and Statistics of the National Association of Railroad and 
Utilities Commissioners. 

FEDERAL INCOME AND Excess PRoFiTs TAXES 
In the 1943 and 1944 reports of the Committee, attention was 
directed to the problem of accounting for federal income and 
excess profits taxes by utility companies. Since the beginning of 
the period of high wartime taxes it has been the practice of 
many utilities to include in their tax accounts or in unprescribed 
accounts, such as ‘‘charges in lieu of taxes,” amounts which do 


hot represent taxes actually payable. Specifically, these amounts 


represent reductions in taxes otherwise payable except for extra- 
Binary transactions such as a refunding of bonds, losses on 
sales of non-operating property, and of statutory provisions per- 
mitting amortization for tax purposes over a five-year period of 
certain facilities which qualify under the tax law as emergency 
facilities. The whole question, however, is complicated by a 
nultiplicity of circumstances whereby there is non-conformity 
Me taxable net income and financial net income reflected by a_ 
itility’s books of account. 

_ Extensive study also has been given to this question by the 
taff of the Securities and Exchange Commission, who furnished 


jonsiderable material to aid the Committee in its consideration 


16 Ap pendix 

of the question. At the May, 1945 meeting, the Committee 
culminated its study of the problem by concurrence in the follow- 
ing points: 

(1) Income tax expense accounts should be charged with 
no more than the actual tax liability or a reasonable estimate 
thereof. 

(2) A caption, “charges in lieu of taxes’ or similar title 
should not be used. 

(3) When charges to income measured by tax savings 
are made, they must be made to the proper account for the 
item to be charged off and must be adequately described. 

(4) In assigning income taxes to departments and non- 
utility operations and transactions, the distribution should 
be to those departments, etc., which show net profits or. 
income; it is not permissible to assign negative amounts to 
departments, etc., which show net losses. 


An interpretation in accord with the foregoing is included : 
with this report. 


* * * °K * * * 


The Chairman of your Committee canvassed the views of the ¢ 
members and conferees and submitted the question for further 
discussion at the meeting in May, 1945. On the basis of this 
interchange of views, the Chairman was authorized to issue the; 
following statement: ' 

* * * For accounting purposes no charge can be permitted - 
in operating expenses except for expenses actually incurred 
during the period for which the income statement is pre- 
pared. Provisions for future expenditures made during a 
current period must be made by means of an appropriation 
of net income. 

With respect to the rate-making treatment, the following 
should be observed: 

(a) The inclusion as an operating expense of any por 
tion of tax savings, regardless of how they are described 
or of what they are to cover, is entirely unwarranted. (pp. 
458-460) 


| 
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| IV. MATERIAL FROM THE TREASURY DEPARTMENT 


‘A. 1.7. 3637 £1944 Cumulative Bulletin 258]: 
| Section 29.115-3: Earnings or profits. 


INTERNAL REVENUE CODE. 


For the purpose of determining the earnings and profits 
of each member of an affiliated group of corporations for 
the taxable year 1942 in order to ascertain the amount of 

earnings and profits of each member of the group which is 

| available for dividends, the consolidated income tax for 
that year should be apportioned between the members of 
the group in consonance with the ratio of each corpora- 
tion’s normal-tax net income to the consolidated normal-tax 
net income, and the consolidated excess profits tax should 
be apportioned between the members of the group on the 
basis of the adjusted excess profits net income. 


_ Advice is requested as to the proper method of allocating 
consolidated income and excess profits taxes for 1942 in the 
case of an affiliated group of corporations for the purpose of 
determining the amount of the earnings and profits of each 
member of the group which is available for dividends. 
| Authority for the filing of consolidated income and excess 
profits tax returns for the year 1942 is found in section 141(a) 
of the Internal Revenue Code, as amended by section 159(a) 
of the Revenue Act of 1942. Section 141 (b) of the Code, as 
amended, delegates to the Commissioner of Internal Revenue, 
with the approval of the Secretary of the Treasury, the right 
co prescribe such regulations as he may deem necessary “in 
order that the tax liability of any affiliated group of corpora- 
ions * * * and of each corporation in the group * * * may be 
eo determined, computed, assessed, collected, and adjusted, - 
n such manner as clearly to reflect the income- and excess-profits- 
ax liability * * * and in order to prevent avoidance of such tax 
jability.” In so far as they are pertinent to the present inquiry, 
| 
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Regulations 104, the consolidated income tax regulations, and 
Regulations 110, the consolidated excess profits tax regulations, 
are substantially identical. 


Section 33.12(a) of Regulations 110 provides that the con-— 


solidated return shall be filed by the common parent corpora- 
tion for the affiliated group. Section 33.12(b) prescribes that 


each subsidiary must prepare a certain statement consenting to | 


Regulations 110 and authorizing the common parent corpora- 
tion to make the consolidated return. Section 33.15(a) of Regu- 
Jations 110 prescribes that “Except as provided in paragraphs 
(b) [liability of a corporation in bankruptcy or receivership] 
and (c) [liability of a subsidiary after withdrawal from the 
group}, the common parent corporation and each subsidiary 
* * * shall be severally liable for the tax"* ™*"*. “Secu 
33.16(a) of Regulations 110 reads in part as follows: 

The common parent corporation shall be for all purposes 
[except where a subsidiary has withdrawn from the group 
and except where the common parent corporation is dis- 
solved} * * * the sole agent, duly authorized to act in its 
own name in all matters relating to such tax, for each 
corporation * * * of the affiliated group. The corpora- 
tions, other than the common parent, shall not have author 
ity to act for or to represent themselves in any such matter. 
For example, all correspondence will be carried on directly 
with the common parent; notices of deficiencies will be 


mailed only to the common parent * * *; the common: 


parent will file petitions and conduct proceedings before 
the Board of Tax Appeals [now The Tax Court of the 
United States} * * *; the common parent will file claims 


for refund or credit; refunds will be made directly to and 


in the name of the common parent * * *; and the com- 
mon parent in its name will give waivers, give bonds, and 
execute closing agreements. * * * and all other documents, 
and any waiver or bond so given * * * or any other docu- 
ment so executed, shall be considered as having also been 
given or executed by each such corporation. 


| 


\ 
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_ For the year 1941, except in the cases of affiliated railroad 
corporations and Pan-American trade corporations, consolidated 
oo were not permitted for Federal income tax purposes, 
such returns being allowed only in connection with the excess 

profits tax. With respect to the year 1941, section 23(c) (1) (B) 
of the Internal Revenue Code, prior to its amendment by sec- 

tion 105(c)(1) of the Revenue Act of 1942, permitted the 
‘excess profits tax as a deduction in determining normal-tax net 
income. In this connection, Treasury Decision 5086 (C.B. 1941-2, 

538, at page 46), amending Regulations 103 to conform to the 

Revenue Act of 1941, added section 19.23(c)-4, relating to 

deductibility of the excess profits tax imposed by Sub-chapter 

E of Chapter 2 of the Code. Paragraph (d) of section 19.23(c)- 
f 


4 of Regulations 103, as so added, provides as follows: 


The deduction allowable to a taxpayer which is a mem- 
ber of an affiliated group filing a consolidated excess- 
profits tax return is an amount which bears the same ratio 
to the excess-profits tax of the group as the normal-tax 

_ net income of the taxpayer, computed without a deduction 

for excess-profits tax, bears to the sum of the normal-tax 

| net incomes of the several members of the group, computed 
| without a deduction for excess-profits tax. 

; ¥ 


: | As shown above, in the case of a consolidated return, each 
“member of the affiliated group is severally liable for both the 
‘jacome tax and the excess profits tax. It has also been shown 
hat all tax matters are handled solely by the common parent 
‘jorporation. That is for. administrative reasons; each legal entity 
, still preserved. It was stated in Senate Report No. 960, Seven- 
“ieth Congress, first session (C.B. 1939-1 (Part 2), 409, at pages 
18, 419), in connection with the revenue bill of 1928: 
The advisory committee of the Joint Committee on In- 

| ternal Revenue Taxation, the members of which worked 
_ most of the summer in preparing suggestions for the simpli- 

| fication of the revenue laws and their administration, reached 
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the conclusion that, because of the difficulties encountered 
in administration, there should be a substitute for the con- 
solidated returns provision. It should be emphasized that 
this conclusion was reached, not upon the ground that con- 
solidated returns were unsound, that additional revenues 
would be received by the elimination of the consolidated 
returns provision, but solely upon the ground that the 
administration of the law would be simplified. 
** xk * of . * * 
The permission to file consolidated returns by affiliated 
corporations merely recognizes the business entity as dis- 
tinguished from the legal corporate entity of the business 
enterprise. 
- * ok * ** ** = 
* * %* The committee believes it to be impracticable to. 
attempt by legislation to prescribe the various detailed and 
complicated rules necessary to meet the many differing” 
and complicated situations. Accordingly, it has found it 
necessary to delegate power to the Commissioner to pre 
sctibe regulations legislative in character covering them. | 


The Bureau is not concerned with arrangements made between 
affiliated companies as to the payment of the tax. The regula- 
tions look to payment being made by the parent corporation 
only, as such corporation is the only member of the group 
which can transact negotiations with respect to the tax. As a 
matter of fact,.one of the affiliates may make all of the tax pay- 
ment via the parent corporation, but if there is an overpay- 
ment, the refund is made to the parent corporation. (See section 
33.16(a), Regulations 110, supra.) 

In determining the amount of earnings and profits of each. 
member of the affiliated group which is available for dividend 
purposes, it is necessary that each company’s earnings be sepa- 
rately ascertained. One of the factors in determining earnings 
and profits for any taxable year is the amount of income and 
excess profits taxes due for such year. In a consolidated returr 
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case, the consolidated taxes should be allocated, as set forth 
below, to each member of the affiliated group. The fact that 
| the parent corporation pays all of the tax should not militate 
against such an allocation. As heretofore indicated, such tax is 
. paid by the parent as agent for the subsidiaries. 
_ Accordingly, it is held that for the purpose of determining 
the earnings and profits of each member of an affiliated group 
'of corporations for the taxable year 1942 in order to ascertain 
the amount of earnings and profits of each member of the group 
which is available for dividends, the consolidated income tax 
for that year should be apportioned between the members of 
the group in consonance with the ratio of each corporation’s 
normal-tax net income to the consolidated normal-tax net in- 
come. The consolidated excess profits tax should be apportioned 
between the members of the group on the basis of the adjusted 
/excess profits net income. 


B. 1.7. 3692 [1944 Cumulative Bulletin 261): 
Section 29.115-3; Earnings or profits. 


; 


| INTERNAL REVENUE CODE. 


Method of determining the earnings and profits of each 
member of an affiliated group of corporations filing con- 
| solidated Federal income and excess profits tax returns for 

ai 1942 and subsequent taxable years, in order to ascertain 
the amount of earnings and profits of each member of the 
group which is available for dividends. 

I.T. 3637 (page 258, this Bulletin) amplified. 


| 

| Request is made for an amplification of I.T. 3637 (page 258, 
* this Bulletin), relating to the method of determining the earn- 
: lags and profits of each member of an affliated group of cor-. 
“ porations filing consolidated Federal income and excess profits 
. tax returns for the taxable year 1942 in order to ascertain the 

amount of earnings and profits of each member of the group 


‘ lvhich is available for dividends. 
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For the purpose of determining the earnings and profits of 
each member of an affiliated group of corporations for the tax- 
able year 1942 and subsequent years in order to ascertain the 
amount of earnings and profits of each member of the group 
which is available for dividends, the consolidated income tax 
(line 41, page 1, Form 1120) should be apportioned between 
the members of the group in accordance with the ratio of that 
portion of the consolidated normal-tax net income attributable | 
to each member of the affiliated group to the consolidated 
normal-tax net income (line 40, page 1, Form 1120), leaving 
out of consideration any member of the group having no net | 
income. The consolidated excess profits tax (lime 18(c), page| 
1, Form 1121) should be apportioned between the members 
of the group in accordance with the ratio of that portion of 
the consolidated adjusted excess profits net income attributable | 
to each member of the affiliated group to the consolidated ad- 
justed excess profits net income (line 8, page 1, Form 1121), : 
leaving out of consideration any member of the group having | 
no net income. The taxes thus determined should be (a) da 
creased by the amount of the consolidated credit for debt retire-« 
ment (line 21, page 1, Form 1121) attributable to each com- 
pany; (b) increased or decreased, as the case may be, by the 
amount of any section 734 adjustment (line 23, page 1, Form 
1121) attributable to each company; and (c) decreased by the 
amount of the consolidated credit for foreign taxes attributable 
to each company (line 19, page 1, Form 1121). In the event 
that the income taxes paid to a foreign country or United 
States possession are in excess of the amounts allowed as credits, 
the excess should be taken into consideration in arriving at the 
earnings available for dividends. 
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c¢. Excerpt from T.D. 5086, Amendments to Regulations 103 
[1941-2 Cumulative Bulletin 461: 
PaR. 21. There is inserted immediately after section 19.23(c)- 
B the following: 

SEC. 19.23(c)-4. Excess-profits tax under Subchapter E 
of Chapter 2 of the Internal Revenue Code.—The deduct- 
ibility of the excess-profits tax imposed by Subchapter E of 
Chapter 2 of the Internal Revenue Code is subject to the 
following special rules: 


* * *% * * * * 


(d) The deduction allowable to a taxpayer which is a 
member of an affliated group filing a consolidated excess- 
profits tax return is an amount which bears the same ratio 
to the excess-profits tax of the group as the normal-tax 
net income of the taxpayer, computed without a deduction 
for excess-profits tax, bears to the sum of the normal-tax 

. net incomes of the several members of the group, computed 
without a deduction for excess-profits tax. 


V. Tabulation of Congressional Material Relating to Consoli- 
dated Tax Returns. 
) penate Finance Committee Reports on the Revenue Bills of 1918, 
|} 1921, 1928, 1932 and 1934. 
douse Ways and Means Committee Reports on the Revenue 
| Bills of 1921, 1928 and 1934. 
“Memorandum of the Senate Finance Committee on the 1918 
| Revenue Act. 
. Leport of the Joint Committee on Internal Revenue Taxation 
"| (1926). : 
“flearings before the Senate Finance Committee on the Revenue 
Act of 1928. 
‘reliminary Report of Sub-Committee of the House Ways and - 
Means Committee on Prevention of Tax Avoidance (1933). 
leatings before the House Ways and Means Committee on the 
Revenue Revision of 1934. 


24 Ap pendix 
Hearings before the Senate Finance Committee on the Revenu 
Act of 1934. 
Joint Heatings of the House Ways and Means Committee and 
the Senate Finance Committee on Excess Profits Taxation 
(1940). 
Hearings before the Senate Finance Committee on the Revenue 
Act of 1940. 
Hearings before the House Ways and Means Committee on 
Revenue Revision of 1942. 


